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FINANCIAL INSTITUTIONS AND EXPORT
TRADING COMPANIES

FRIDAY, JULY 25, 1980

U.S. SENATE,
CoMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, D.C.
The committee met, at 9:35 a.m., in room 5302, Dirksen Senate
Office Building; Senator William Proxmire (chairman of the com-
mittee) presiding.
Present: Senators Proxmire, Stevenson, Garn, and Heinz.

OPENING STATEMENT OF CHAIRMAN PROXMIRE

The CHAIRMAN. The committee will come to order. Today we
have an unusual situation. We are holding hearings on a bill
already reported by the committee. We had considerable concern
that if we didn’t report the bill it couldn’t be acted on this year and
we recognized it was most desirable to have hearings on this legis-
lation from the banking community and the regulators because it
has a profound effect on banking. I think it is so serious that we
should give great weight in considering this legislation on the floor
to the effect this will have on banking in this country. We will
hear from four key witnesses who have not as yet been heard on
legislation to permit banks and bank holding companies to take
controlling equity positions in export trading companies and to
strip the Justice Department Antitrust Division of its authority to
administer the antitrust laws dealing with export trade.

Unfortunately, such legislation has already been reported to the
floor. In my judgment, if the public interest is to be well served,
the legislation must be substantially rewritten.

For over 100 years banking and commerce in this country have
been separated. This separation has been the backbone of our
economy. Resource concentration and favoritism in the credit
granting mechanism are discouraged. A healthy competitive envi-
ronment has, by and large, been the result. Vigorous enforcement
of the antitrust laws against unfair competition and monopoly has
reinforced our basic competitive drive.

The export trading company legislation radically alters both the
laws separating banking from commerce and the administration of
antitrust laws dealing with export trade without any real evidence
that the sought for end—increasing exports—will be the result.
Indeed the risks are great that substantial harm may be done to
the economy by going as far as the current legislation goes.

It seems foolhardy to me to think that our export trade will be
significantly enhanced because banks might be permitted to own
construction companies to build a textile mill in China, construct

1)



2

an airport in Saudi Arabia or to own commodity trading companies
which take a forward position in wheat to sell to the Russians.
Banks simply do not have the expertise or the people to undertake
such projects. In any event, they should be prohibited from being
in such businesses. The risks are too great. Inevitably there will be
trouble as in the REIT’s and they will have to be bailed out. In the
meantime some borrowers will inevitably be favored and worse yet,
some would-be borrowers will cater to bank export trading compa-
nies in the hope that they will be rewarded as borrowers from
banks which own export trading companies.

In Japanese-like fashion, big U.S. banks can be expected to team
up with large exporters to reap competitive advantages over small-
er institutions.

Let’s not kid ourselves. Putting banks in control of export trad-
ing companies is not going to solve the balance-of-payments prob-
lem or substantially increase exports. There is much to be done to
improve our position in the world. We need to streamline our
industry, increase productivity, and reduce the burden of Govern-
ment. We will be wearing blinders if we think the banks—with no
expertise to offer—are going to solve our trade problems by taking
control of export trading companies that are not limited to engag-
ing in international finance and activities incidental thereto.

One way to increase trade is to balance our competitive position
in the world. I have doubts that the amendments to the Webb-
Pomerene Act do that. The amendments may encourage the carte-
lization of our foreign trade by fixing prices and rigging markets
overseas and result in higher prices to foreign customers. Will such
a result increase trade or merely increase profits to some large
exporters at the expense of smaller exporters? Significantly, the
legislation gives administrative responsibility to the Commerce De-
partment to enforce the antitrust exemptions for exporters. I do
not believe that the public interest is well served by taking admin-
istrative responsibility for antitrust enforcement away from the
Justice Department where it belongs. I also fear that the amend-
ments will send the wrong signals out to the rest of the world—
signals that portend a cartelized economy in U.S. foreign trade.
Will price fixing of U.S. exports be appreciated in countries which
outlaw price fixing? I doubt it. Our domestic economy and our
foreign relations will be better served by leaving administrative
enforcement of the antitrust laws to the Justice Department.

I am pleased to welcome Chairman Sprague and Governor Wal-
lich this morning. Before that, however, my colleagues may have a
statement they would like to make.

Senator GarN. I have no opening statement this morning.

OPENING STATEMENT OF SENATOR STEVENSON

Senator STEVENSON. Thank you, Mr. Chairman.

Next Tuesday the Commerce Department will announce that in
June the United States ran its 50th consecutive monthly trade
deficit. The $4 billion deficit in May was the second largest in the
Nation’s history. The trade deficits mount, adding to inflation and
unemployment, weakening the dollar, and our influence in the
world. The Government is immobilized. Proposals to reduce export
barriers languish, the Export-Import Bank is prohibited from lend-
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ing more money to exporters this year. Even the stability of the
international financial system is jeopardized.

The House of Representatives is refusing to approve the quota
increase in the International Monetary Fund. Now the United
States failing to compete abroad increasingly finds it can’t compete
at home, so it is tempted to protect itself from foreign competition.
Export trading companies are a small part of the answer to the
Nation’s competitiveness.

This hearing ought to address the other questions, the large
questions on an unfinished national agenda. We should be taking
testimony this morning on the National Export Policy Act. We
could be examining possibilities for reviving U.S. productivity and
innovation. We could be strengthening the world’s unstable finan-
cial system. Instead we tread as usual a few, small, well-worn
circles.

Bank participation in export trading companies has been studied
in depth and for a long time by this committee, and by other
committees of the Congress. The hearing records are available. The
Federal Reserve Board submitted testimony to the International
Finance Subcommittee of this committee on April 3, 1980. The
committee already knows its position. It also knows that the Comp-
troller of the Currency, Mr. Heimann, who can’t be here this
morning, has consistently supported bank participation in export
trading companies.

We will hear again this morning that most banks favor this
legislation and as it was reported by the committee. The record
establishes that the success of trading companies depends upon
bank participation. S. 2718 permits that participation but only
under the strictest conditions and subject to the approval of appro-
priate regulatory bodies. It permits bank participation without
jeopardizing the condition of the banks. These limitations have
been drawn to respond to all of the concerns expressed by wit-
nesses included by our chairman this morning about bank partici-
pation.

Among other things, these limitations require the approval of
the appropriate regulatory agency before a bank can control a
trading company. Ultimately, Mr. Chairman, the condition of
banks depends on the condition of our economy. The condition of
our economy depends on its competitiveness in a very competitive
world. That is what this bill would strengthen.

More than 15 percent of overall U.S. exports are now controlled
by Japanese trading companies. Imagine what the United States
could do for itself if it tried. I appreciate your concerns, Mr. CHAIR-
MAN. This bill does break with the past. But I suggest that that is
what we had better do, face the future and break with some of our
bad habits.

I hope that with this additional record on this subject that the
Senate will be permitted to work its will on this bill which pro-
motes growth and employment without inflation. That is all I ask.
With this additional record, that the Senate be given a chance to
vote it up or down.

Thank you.
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The CHAIRMAN. It is obvious the Senate will have that opportuni-
ty. The bill was reported by this committee before these hearings
were completed and is on the floor and will be called up.

Senator STEVENSON. Mr. Chairman, let me make sure I under-
stand you.

After this hearing, it is your intention to take your hold off the
bill?

The CHAIRMAN. No; the hold does not prevent the bill from being
called up.

Senator STEVENSON. It does.

The CHAIRMAN. As I understand it, it is to make sure those who
put the hold on the legislation would be fully informed in advance
and will know when and will have an opportunity to participate in
any time limitation, and so forth.

Senator STEVENSON. Then I suggest we meet with the majority
leader today. I think he has a different understanding.

The CHAIRMAN. I will be happy to meet with him.

Senator STEVENSON. And work out a time agreement.

The CHairMAN. No; I did not say that. I said I will be happy to
meet with him and let the Senate work its will. I do not want to be
premature.

Senator STEVENSON. What you have now said makes your posi-
tion very clear. This bill will not be brought up.

Senator GarN. If you would yield, I could put a hold on it
because the majority leader always overrides the Republican hold.

[Laughter.]

Senator STEVENSON. Maybe he can be persuaded to be bipartisan
in this case and overrule a Democratic hold. But we all know that
that is what it will take.

The CHAIRMAN. Our first witness this morning is the Honorable
Irvine Sprague, Chairman of the Federal Deposit Insurance Corpo-
ration. We have a number of witnesses, Mr. Sprague. How long
would your oral testimony require?

STATEMENTS OF IRVINE SPRAGUE, CHAIRMAN, FEDERAL DE-
POSIT INSURANCE CORPORATION, AND HENRY C. WALLICH,
MEMBER, BOARD OF GOVERNORS, FEDERAL RESERVE
SYSTEM

Mr. SPRAGUE. I will be brief. I have an extensive statement I
would like included in the record.

The CaamMan. That will be done. Ten minutes?

Mr. SprAGUE. I appreciate your invitation to talk with you today
with the full understanding that this is an extraordinary procedure
to seek out additional information in a formal hearing after a bill
has been reported. I applaud the taking of this action.

We particularly appreciate your request that we suggest any
amendments that might, in our opinion, improve the bill you are
considering.

First, I would like to apologize for our handling of this matter.
Our initial staff response did not reflect consideration by or adop-
tion of policy by our senior staff directors.

This response might have misled the committee. I take full re-
sponsibility.
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My statement today does reflect our policy. It was discussed and
debated with all our 14 regional directors, by the senior staff in
Washington, and Director Isaac and I personally participated in
many of these sessions. We are in total agreement.

SEPARATION OF BANKING AND COMMERCE

The staff also supports the statement, but admittedly, with some
reservations. Qur basic position is that we should move cautiously
and carefully into this new area, allowing banks to participate in
trading companies in many ways, but short of equity control.

The larger question of separating banking and commerce is so
serious that we submit it should be addressed head on—directly—
before we take this historic step.

Should the move be made prudently, it would give Congress, the
banks and the regulators sufficient time to assess the performance
and ability of the trading companies and the participating banks. It
would allow all of us to make a better judgment as to whether
control is either necessary or desirable.

In short, our position is that the role of the bank should be as an
investor and lender, but not an owner or operator.

Finally, we recognize that our position is narrowly based. We live
day after day with banks in trouble, and we pick up the pieces
after they close.

I had hoped to spend all of yesterday in preparation for this
hearing. Twice we had interruptions which required the attention
of the Board and senior staff to address a fast-moving situation.

Shortly after 8 o’clock this morning, I was in the hallway outside
this hearing room with our senior bank supervisory people advising
on a course of action they might be required to take this morning.

It is not a major situation. I think we have it under control. I
provide you this background to emphasize the fact that the concern
of our Corporation may well be prejudiced by our continual expo-
sure to the problems.

We are very .ensitive on any action that might conceivably
increase these problems. As I said, this may color our judgment,
but our judgment is strongly held.

You, of course, have a much broader mandate and a wider per-
spective and should Congress decide and the President sign legisla-
tion that would override our supervisory concern, we will willingly
and cheerfully enforce the law in a professional manner.

Thank you.

[The complete statement of Chairman Sprague and a reprint of
S. 2718 as reported follows. A copy of Senate Report 96-735 begins
on page 289.]



STATEMENT OF i

Irvine H. Sprague, Chairman
Federal Deposit Insurance Corporation

Mr. Chairman, I appreciate your invitation to discuss S. 2718, the
."Export Trading Company Act of 1980." My remarks are limited to Section 105
of the bill, which provides for banking organizatioan equity investment in
export trading coampanies.

The stated purpose of S. 2718 1s "to increase United States exports of
product's and services by encouraging more efficient provision of export trade
services to American producers and suppliers."” The bill describes export
trading companies as companies Vprincipally engaged in the exportation and the
facilitation of the exportation of goods and services produced in the Unitad
States.

S. 2718 has been reported from your Senate Committee on Banking, Housing
and Urban Affairs, has the support of the Administration, and enjoys impres-
sive cosponsorship in the Senate. Within this context of =momentum, I am
grateful for the opportunity to expand on the concerns over Section 105 which
1 expressed In writing to the Committee on June 23, and to suggest certain
amendments.

We recognize the importance of S. 2718's objective of strengtheaning the
export of United States products and services by encouraging the improvenment
of export trade services to American producers and suppliers. From our
perspective, however, we h;ve questions about the degree and type of bdank
involvement.

. In my June 23 letter, I described the general concerns we have about
banking organizations taking any equity position in export trading companies.
We recognize, of course, that there are times when compelling national
interest requires a change in traditzicnal practices and we should oot be

forever bound to the past. This may be such a case.



However, we continue to have resarvations about those provisions of
the b1ll which would allow a banking organization to acquire ownership
control of an export trading company, an innovation that would represent a
substancial departure from the long-established separation of banking and
commerce in our economic system and could very well have s'afety and soundness
implications.

It is important to recognize that, notwithstanding the priorities
which direct us toward altering the enviromnment of banking, such changes
are not made without consequence. You have heard other points of view
expressing the benefits to be realized by the legislation. 1t is our
responsibility as insurer of the public’'s deposits to express to you our
perception of the potential of added risk to the United States banking
system and to highlight the fact that this represents historically
significant incursion of banking into the province of commerce.

The concerns I have mentioned have been expressed to you by other
bank regulators. Moreover, reservations about the "significanc depar-
ture in the manner in which our financing institutions have traditionally
operated" were expressed by several members of your Committee in its
report.

We recognize and applaud the fact that your Committee has made a
substantial effort to include safeguards in the legislation in an attempt
to meet the supervisory concerus expressed by the Federal Raserve, the
Camptroller of the Currency and- the FDIC. These safeguards are outlined
in detail in a June 18 letter I received from Senator Stevenson. These
measures would limit the risk to our banking system, but they would not
aliminate it; aor would they overcome the basic conflict imherent in the

commingling of banking and commerce.



We, therefore, urge your Committee to nove with caution into this
new field of banking investment. If you proceed, we suggest that you allow
something less than a controlling interest by banking organizations in export
trading companies. This would give the banking institutions and the bank
regulators time to'develop experience and expertise and permit us all to
address the question of control from a more knowledgeable position at a
later date.

PROVISIONS OF S. 2718

As reported, the bill would allow banks, Edge Act and Agreement Corpora-
tions, and bank holding companies -~ collectively referred to as "banking
organizations” — to invest up to $10 million in one or more export trading
companies without regulatoty approval Lif the investment does not amount to
control. Proposed investments exceeding the dollar limit or amounting to
control would require prior approval of the appropriate Federal regulatory
agency .

OQur particular concern with this portion of the bill is that it would
allow banks to acquire control of export trading companies. 1If a bank's
investment in a company is limited to a 20 percent share, and the bank
does not manage the company's operations, there would be substancially
less likelihood that a bank would feel legal, business or moral obligations
to divert substantial resources to the trading company should it encounter
serious finanecial difficulcies.

In reviewing proposals for investment in excess of the discretionary
linits, the agency must consider the financial and managerial resources, the
competicive situation, and the futura prospects of the banking organization

and the export trading company concerned. Additionally, towever, it must
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take into account the benefits of the proposal to U.S. business, industrial
and agricultural concerns, and the improvement thelptoposal would bring to the
U.S. competitive position in world markets.

We have historically made our decisions about banking practice strictly
on the basis of our responsibility for maintaining a safe and sound banking
system. S. 2718 would, to a degree, require that we modify our thinking and
recognize trade-offs between safe and sound banking and other priorities. ¥No
other legislation has ever, to my knowledge, placed us in chis position.

S. 2718 also provides that:

. Approval of investment in the trading companies would be denied Lf
the agency finds the probable benefits outweighed by any adverse financial,
nanagerial, competitive or other banking factors, implying that risk is
weighed, not on its own characteristics, but in relation to the benefit
to be realized by the economy. The agency also may impose conditions it
feels will limit a banking organization's financial exposure to an export
trading c.ompany, or which will prevent counflicts of incerest or unsafe or
unsound banking practices.

« Alipmit of up to five percent of a banking organization's consolidated
surplus angl capital is set for aggregate investment in export trading companies.
The limit for Edge Act and Agreement Corporations not engaged im banking is
25 percent. The bill also prohibits the total of a banking organizatioa's
nistorical cost of the direct and indirect investment in and loans to export
trading companies from exceeding 10 percent of the organization's capital
and surplus.

. Agencies will set standards for the taking of title to goods by any

export trading company subsidiary of a banking organization. Advance approval



10

would be required before changes could be made in a trading company's practices
in taking title to goods.

S. 2718 would impose the following additional restrictions:

1. The trading company's néme may not be similar in any way to that of
the investing banking organization.

2. A banking organization may aot make loans to any export trading
conpany in which it holds any interest, or to any customers of the company, on
terms more favorable than those afforded similar borrowers {n similar circum—
stances, or involving more than normal risks of repayment or displaying other
unfavorable features.

3. Banking organizatious cannot own any interest in aa export trading
campany which takes positions in commodities or commodities contracts other
than as may be necessary in the course of its business operations.

The bill empowers the supervisory agency to order tarmination of a
banking organizatioa's iavestment in an export trading company whenever: ". . .
it has reasonable cause to believe the ownership or control of any invest-
ment in an export trading company constitutes a serious risk to the financial
safety, soundness, or stability of the banking organization and is incounsistent
with sound banking principles or with the purposes of this Act or with the
Financial Institutions Supervisory Act of 1966."

In any such case, the bank organization has a right te notice and
hearing aod ultimate appeal to the courts.

Against this background, I would now like to discuss the concerns I
zentioned earlier.

RISXS ASSOCIATED WITH CONTROL

Advocates of bank investment in export trading companies point to the

expertigse in foreign trade the banks could bring to such companies. We are
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not coavinced that banks — other than a few money center or major regional
banks -- have any particular expertise in foreign markets.

Under the proposed bill, hanking organizations would be allowed to
acquire control of export trading companies which could engage in a virtually
unlinited range of activities and assume commercial risks unsuited to banks.
For example, under the b{ll, the companies could own and deal in commodities,
and could acquire shipping companies and warehouses. There i{s potentially a
high degree of risk associlated with these and other activities in which
export trading companies may engage.

A bank controlling a foundering trading company may incur legal lia-
bility if, for example, the bank provides management or engages in signi-
‘flcant intercompany transactions.

Perhaps of grester importance than the legal considetaclions, a bank
might be under considerable pressure to come to the aid of a troubled export
trading company it has sponsored. History offers many examples of banks
and other campanies that have come to the aid of :ro;ubled subsidiaries in
order to protect the pareét company's reputation in the business community.

Recent experiences‘ in connection with bank-sponsored Reai. Cstate Invest-
ment Trusts (REITs) are L_llus:rative of the legal and practical business
obligations banks feel toward undertakings they sponsor. Some banks provided
assistance due to legal considerations stemming from interlocking officers
and directors and the provision of advisory services. Othlers came to the
aid of the sponsored REITS because they believed failure to do so would
severely damage their bank's reputation in its community and in business
and financial circles generally.

Whatever the motivation for the assistance, the exposure may be sub-
stantially greater than the bank's equity investment due to leveraging and

the potential for off-balance sheet losses.
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SEPARATION OF BANKING AND COMMERCE

The separation of banking and commerce has served us well throughout
our history. This separation was and 1s occasioned by concern for the
safety and soundness of banks, fear of undue concentration of economic power,
the necessity of preventing unfair competition, and the desire to guard
againgt possible conflicts of incterest between a bank's respoasibility to
its depositors and its own economic interests arising from ownership of
nonbanking firms.

These concerns were articulated in a House Report on the 1956 amendments
to the Bank Holding Company Act dealing with the divestiture of nonbanking
business by bank holding companies (H.R. Report No. 509, 8th Congress,
1st Session 16 (1955)). The Report warned of the danger to depositors that
night result where the bank finds {tself in effect both the borrower and
the lender.

The Report continued:

"Whenever a holding company thus controls both banks and non~
banking business, it is apparent that the holding company's nonbanking
business may thereby occupy a preferred position over that of {ts
competitors in obtaining bank credit. It is also apparent that in
critical times the holding company which operates nonbanking businesses
may be subjected to strong temptation to cause the banks which it con-
trols to make loans to its nombanking affiliates aven though such loans
may not at that time be entirely justified in the light of curreat
banking standards. 1In either situation the public interest becomes
directly involved."”

These considerations appear to us to be applicable as well to the
relationships that would exist under S. 2718 betwsen banks and export trading
companies.

We are concerned that the protective measures builet iato S. 2712

might not be sufficient to prevent abusive practices. For example, {f

a bank were to make cradit available to an affiliated company but not
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to a similarly situated non-affiliated company, 1t might not be in
violacion of the bill's preferemtial leading restrictions. In’ shore,
the restriction only applies to credit extensions on awore favorable
terms, and ot to credit availability. The FDIC believes the potential

for conflicts of this type must be minimized.

PREEMPTION OF STATE AUTHORITY

Section 105(b)(1) of S. 2718 provides for the investment in voting
stock or other evidence of ownership of one or more export trading companies
by any banking organization "Notwithstanding any prohibition, restriction,
limitation, condition or requirement of any other law . . . ." The effect
of this language 1s to preempt those State banking laws which prescribe the
pawers of the banks chartered under those laws.

Although Federal law has in the past provided restriczions on invest-
ments by State banks, Such as those i{mposed on investments in affiliates
prescribed by Section 23A of the Federal Reserve Act and Section 18(4) of
the Federal Deposit InsSurance Act, it s a fundamentally different matter
to expand the investaent powers of State banks beyond the powers grantad
them by the laws under which they are incorporated.

FDIC suggests that Section 105(b)(1) be revised to provide that
the bill not preempt applicable State laws governing investment powers
of banks. This would conform to the pollcy adopted by the Congress in
legislation pertaining to banking investment in Edge Corporations and Small

Business Investment Companies.
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PRESSURE ON CAPITAL RATIOS

S. 2718 recognizes that pemitting Lnvestment by banks in export trading
companies poses safety and soundness questions, and it would limit the size
of such investments both in terms of the total dollar amount and as a per~
centage of capital. Nonetheless, the risk exposure of banking organizations
undoubtedly would increase Lf they are granted such investment powers.

This potential is greatest for the largest institutions — the regional
and money center banks — which are the most likely to engage in this kind
of investment activity. As we reported to the Committee in our testimouny of
May 21, 1980, on the coundition of the banking system, the ratio of equity
capital to total assets among the Nation's 300 largest banks declined in
1979 for the third straight year. The ratio for banks having assets of
$5 billion or more declined last year to 4.0 percent, compared to a ratio
more than twice as great for our smallest banks. Moreover, with the sub-
stant{ally increased loan volume produced by a growing economy, risks
supported by these declining ratios have increased considerably over the
past two decades.

Investments in export trading companies could represent Tiskier assets
than most of the loans and investments comprising bank asset portfolios.
Such investments would unecessarily mean that a banking organizatiom's equity
base would have to support a greater degree of overall risk.

Your Committee racognized the capital problem and devoted 25 lines
on page 1l of your Report to this i{ssue, concluding it did not reprasent
a serious problem, since you project only $1 billion in total hank ianvest-

ments and loans cver the initial five vear period.
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Our conclusion was different. Although the incremental erosion in
capital ratios for the largest institutions would he modest, we can't be

happy about any development which would exacerbate their declining racios.

ADDITIONAL AMENDMENTS

As I noted, Section 105 would authorize banking organizations to control
export trading companies, subject to the approval of the appropriate Federal
banking agency. Recognizing a need for caution, we support the recormenda-
tions of Chairman Volcker of the Federal Reserve, who wrote on May 12, 1980,
that "it would not be prudent to permit banking organizations to exercise
control over export trading companies at this time.” We strongly urge that
Section 105 be amended to include a provision that no banking organizatiom,
alone or in concert with tts affiliates, be permitted to acquire more than
20 percent of the voting stock of an export trading company or to coatrol
the company in any other way, and that not more than 50 percent of an export
trading company's voting stock be owned by any group of banking organizations.

The rationale for these recommendations is to give the hanking industry
and the baak regula:ors an opportunity to gain experience and develop a
measurable track record before a final determination is made as to whether
banking organizations should be permitted to control export trading companies.
During this period, banking organizations also could test the expanded export
trade services offered by last year's amendments to the EZdge Corporation
rules and the Federal Reserve could consider additional liberalizations in
this area.

Goveraor Wailich ia his statemeant of April 3, 1980, described existing

export services through Zdge Corporations as encompassing a Full range of
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financing services, foreign exchange facilities, information on foreign
markets and economies, introductions, business references, and advice on
arranging shipments. Amendments to the Edge Corporation rules, effective
June 14, 1979, expanded the finance capabilities of Edge Corporations in
the international export trade area and pemitted them to branch domestically,
thus potentially increasing access to their services.

== We urge that the bill be amended to require that any investment by
a banking organization in an export trading company, regardless of amount,
be subject to prior approval by the appropriate Federal hanking agenay.

= Section 103(a)(5) of the bill defines an export trading company
as a conpany organized and operated "principally” to export J.S. goods and
services and to facilitate their exportation by u.naffililated persoas. lot-
withstanding the discussion of this point in the Senate Committee Report,

the word "

principally”" is somewhat ambiguous and provides an avenue for
export trading companies to become significantly engaged in activities or
operations that are not at all related to the conduct of an export trading
canpany.

To the extent that trading companies are permittad to engage in unre-
lated activities, the purpose of the bill could be defeated and the risk
of loss lacreased. We believe that the definition of export trading company
should be amore clearly defined and made pore restrictive. e suggest that
the definicion limit the operation and activities of such ccmpanies to the
business of exporting U.S. goods and services and the facilitation of their
export by unaffiliated persons, and to activities so closelyv relatad to

that business as to be a proper incident therzto.
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— We are also concerned that the definition of "capital and surplus”
in Section 105(a)(10) could be interpreted to include subordinated notes and
debentures. We suggest that the bill or its legislative history make
clear that this i{s not the case.

-~ Sections 105(b)(2) and (3) would require the appropriate banking
agency to act within 60 days on written notice by banking organizations
of their intentions to make additiomal {nvestments or to undertake certain
activities by export trading companies and to act within 90 days of notice
by a banking organization of its intent to make a $10 aillion investment
or any controlling investment in an export trading company. If the agency
fails to act within the time linmits, the application would be deemed
approved. If our recommendations on control and prior approbal of all
investments are not accepted, we recommend that -— in both instances --
the statutory limit be extended to 120 days or that the agencv be authorized
to make appropriate extensions, provided that the total waiting period does
not exceed 120 days.

— Sectioa 105(e){3) precludes export érading companiaes from taking
positions in cuamodities or commodity contracts "other than as may he
necessary in the course of its business operations."” The intent Ls to pre-
vent speculation ia commodities. We belleve the section should be amended
to preclude speculation in foreign exchange and securities as well.

~= Section 105(d)(2) gives Federal banking agencles 270 days after
enactment to establish standards for taking title to goods and holding
inventory :o prevent unsafe and unsound practices. In view of the newness
and complexity of the issue, we believe 270 days !s insufficient and

recormend the ctime limit be at least one year.

CONCLYSION
We appreciate the opportunity to commeat on this bill. Should you bde
inclined to accept any of our suggestions we would be glad to provide drafting

assistance by our staff.
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Calendar No. 785
s G 9718
[Report No. 96-735]

To encourage exports by-facilitating the formation and operation of export trading
companies, export trade associations, and the expansion of export trade
services generally.

IN THE SENATE OF THE UNITED STATES

May 15 (legislative day, JaNUaRY 3), 1980

Mr. STevENsON, from the Committee on Banking, Housing, and Urban Affairs,

reported the following bill; which was read twice and ordered to be placed on
the calendar

A BILL

To encourage exports by facilitating the formation and operation
of export trading companies, export trade associations, and
the expansion of export trade services generally.

1 Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress assembled,
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TITLE I—EXPORT TRADING COMPANIES

SHORT TITLE

Sec. 101. This title may be cited as the “Export Trad-

ing Company Act of 1980”.

FINDINGS
SEC. 102. (a) The Congress finds and declares that—

(1) tens of thousands of American companies pro-
duce exportable goods or services but do not engage in
exporting;

(2) although the United States is the world’s lead-
ing agricultural exporting nation, many farm products
are not marketed as widely and effectively abroad as
they could be through producer-owned export trading
companies;

(3) exporting requires-extensive specialized knowl-
edge and skills and entails additional, unfamiliar risks
which present costs for which smaller producers cannot
realize economies of scale;

(4) export trade intermediaries, such as trading
companies, can achieve economies of scale and acquire
expertise enabling them to export goods and services
profitably, at low per unit cost to producers;

(5) the United States lacks well-developed export
trade intermediaries to package export trade services

at reasonable prices (exporting services are fragmented
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inte a multitude of separate functions; companies at-
tempting to offer comprehensive export trade services
lack financial leverage to reach a.significant portion of
potential United States exporters);

(6) State and local government activities which
initiate, facilitate, or expand export of products and
services are an important and irreplaceable source for
expansion of total United States exports, as well as for
experimentation in the development of innovative
export programs. keyed to local, State, and regional
economic needs;

(7) the development of export trading companies
in the United States has been hampered by insular
business atfcitudes and by Government regulations; and

(8) if United States export trading companies are
to be successful in promoting United States exports
and in competing with foreign trading companies, they
must be able to draw on the resources, expertise, and
knowledge of the United States banking system, both
in the United States and abroad.

{(b) The purpose of this Act is to increase United States

22 exports of products and services by encouraging more effi-

23 cient provision of export trade services to American pro-

24 ducers and suppliers.
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DEFINITIONS
SEc. 103. (a) As used in this Act—

(1) the term ‘“‘export trade” means trade or com-
merce in goods sourced in the United States or serv-
ices produced in the United States exported, or in the
course of being exported, from the United States to
any foreign nation;

(2) the term ‘‘goods produced in the United
States” means tangible property manufactured, pro-
duced, grown, or extracted in the United States, the
cost of the imported raw materials and components
thereof shall not exceed 50 per centum of the sales
price;

(3) the term ‘“services produced in the United
States”’ includes, but is not limited to accounting,
amusement, architectural, automatic data processing,
business, communications, construction franchising and
licensing, consulting, engineering, financial, insurance,
legal, management, repair, tourism, training, and
transportation services, not less than 50 per centum of
the sales or billings of which is provided by United
States citizens or is otherwise attributable to the
United States;

(4) the term “‘export trade services” includes, but

is not limited to, consulting, international market re-
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search, advertising, marketing, insurance, product re-
search and design, legal assistance, transportation, in-
cluding trade documentation and freight forwarding,
communication and processing of foreign orders to and
for exporters and foreign purchasers, wa.rehousing,. for-
eign exchange, and financing when provided in order to
facilitate the expoft of goods or services produced in
the United States;

(5) the term ‘“‘export trading company” means &
company which does business under the laws of the
United States or any State and which is organized and
operated principally for the purposes of—

(A) exporting goods or services produced in
the United States; and

(B) facilitating the exportation of goods and
services produced in the United States by unaffil-
iated persons by providing one or more export
trade services;

(6) the term “United States” means the several
States of the United States, the District of Columbia,
the Commonwealth of Puerto Riéo, the Virgin Islands,
American Samoa, Guam, the Commonwealth of the
Northern Mariana Islands, and the Trust Territory of
the Pacific Islands;
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(7) the term ‘““Secretary” means the Secretary of
Commerce; and

(8) the term ‘“company”’ means any corporation,
partnership, association, or similar organization.

(b) The Secretary is authorized, by regulation, to further
define such terms consistent with this section.

FUNCTIONS OF THE SECRETARY OF COMMERCE

SEc. 104. The Secretary shall promote and encourage
the formation and operation of export trading coml_)anies by
providing information and advice to interested persons and by
facilitating contact between producers of exportable goods
and services and firms offering export trade services.
OWNERSHIP OF EXPORT TRADING COMPANIES BY BANKS,

' BANK HOLDING COMPANIES, AND INTERNATIONAL

BANKING CORPORATIONS

SEc. 105. (a) For the purpose of this section—

(i) the term ‘“banking organization” means any
State bank, national bank, Federal savings bank, bank-
ers’ bank, bank holding company, Edge Act Corpora-
tion, or Agreement Corporation;

(2) the-term ““State bank” means any bank which
is incorporated under the laws of any State, any terri-
tory of the United States, the Commonwealth of
Puerto Rico, Guam, American Samoa, the Common-

wealth of the Northern Mariana Islands, or the Virgin



W W a3 & O e W N =

[ 2 T R R X N U e e e e e T e T S S =S
[ L I O N - N S N o T = B s s I =2 D> I " ' B NC R S

24

7
Islands, or any bank (except a national bank) which is
operating under the Code of Law for the District of
Columbia (hereinafter referred to as a ‘“‘District bank);

(3) the term ‘‘State member bank” means any
State bank, including a bankers’ bank, which is a
member of the Federal Reserve System;

(4) the term “State nonmember insured bank”
means any State bank, including a bankers’ bank,
which is not a member of the Federal Reserve System,
but the deposits of which are insured by the Federal
Deposit Insurance Corporation;

(5) the term “baﬂkers' bank” means any bank
which (A) is organized solely to do business with other
financial institutions, (B) is owned primarily by the fi-
nancial institutions with which it does business, and (C)
does not do business with the general public;

(6) the term ‘“bank holding company” has the
same meaning as in the Bank Holding Company Act of
1956;

(7) the term “Edge Act Corporation” means a
corporation 6rganized under section 25(a) of the Fed-
eral Reserve Act;

(8) the term ‘“Agreement Corporation” means a
corporation operating subject to section 25 of the Fed-

eral Reserve Act;



(9) the term ‘“‘appropriate Federal banking
agency’’ means—
(A) the Comptroller of the Currency with re-
spect to a national bank or any District bank;
(B) the Board of Governors of the Federal
Reserve System with respect to a State member
bank, bank holding company, Edge Act Corpora-
tion, or Agreement Corporation;
(C) the Federal Deposit Insurance Corpora-
tion with respect to a State nonmember insured
bank except a District bank; and
(D) the Federal Home Loan Bank Board
with respect to a Federal savings bank.
In any situation where the banking organization hold-
ing or making an investment in an export trading com-
pany is a subsidiary of another banking organization
which is subject to the jurisdiction of another agency,
and some form of agency approval or notification is re-
quired, such approval or notification need only be ob-
tained from or made to, as the case may be, the appro-
priate Federal banking agency for the banking organi-
zation making or holding the investment in the export
trading company;

(10) the term “‘capital and surplus”’ means paid in

and unimpaired capital and surplus, and includes un-
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divided profits and such other items as the appropriate
Federal banking agency may deem appropriate;

(11) an “affiliate” of a banking organization or
export trading company is a person who controls, is
controlled by, or is under common control with such
banking organization or e#port trading company;

(12) the terms ‘“‘control” and ‘“‘subsidiary’’ shall
have the same meanings assigned to those terms in '
section 2 of the Bank Holding Company Act of 1956,
—s;nd the terms “‘controlled” and ‘“controiling” shall be
construed consistently with the term “control” as de-
fined in section 2 of the Bank Holding Company Act of
1956; and

(13) the term ‘“‘export trading company”’ has the
same meaning as in section 103(5) of this Act, or
means any company organized and operating princi-
pally for the purpose of providing export trade serv-
ices, as defined in section 103(4) of this Act.

(b)(1) Notwithstanding any prohibition, restriction, limi-

20 tation, condition, or requirement of any other law, a banking

21 organization, subject to the limitations of subsection (c) and

22 the procedures of this subsection, may invest directly and

23 indirectly in the aggregate, up to 5 per centum of its consoli-

24 dated capital and surplus (25 per centum in the case of an

25 Edge Act Corporation or Agreement Corporation not en-
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gaged in banking) in the voting stock or other evidences of
ownership of one or more export trading companies. A bank-
ing organization may—

(A) invest up to an aggregate amount of
$10,000,000 in one or more export trading companies
without the prior approval of the appropriate Federal
banking agency, if such investment does not cause an
export trading company to become a subsidiary of the
investing banking organization; and

(B) make investments in excess of an aggregate
amount of $10,000,000 in one or more export trading
companies, or make any investment or take any other
action which causes an export trading company to
become a subsidiary of the investing banking organiza-
tion or which will cause more than 50 per centum of
the voting stock of an export trading company to be
owned or controlled by banking organizations, only
with the prior approval of the appropriate Federal
banking agency.

Any banking organization which makes an investment under
authority of clause (A) of the preceding sentence shall
promptly notify the appropriate Federal banking agéncy of
such investment and shall file such reports on such invest-
ment as such agency may require. If, after receipt of any

such notification, the appropriate Federal banking agency de-
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termines, after notice and opportunity for hearing, that the
export trading company is a subsidiary of the investing bank-
ing organization, it shall have authority to disapprove the
investment or impose conditions on such investment under
authority of subsection (d). In furtherance of such authority,
the appropriate Federal banking agency may require divesti-
ture of any voting stock or other evidences of ownership pre-
viously acquired, and may impose conditions necessary for
the termination of any controlling relationshjp.

(2) If a banking organization proposes to make any in-
vestment or engage in any activity included within the. fol-
lowing two subparagraphs, it must give the appropriate Fed-
eral banking agency sixty days prior written notice before it
makes such investment or engages in such activity:

(A) any additional investment in an export trading
company subsidiary; or
(B) the engagement by any export trading
company subsidiary in any line of activity, including
specifically the taking of title to goods, wares, mer-
chandise, or commodities, if such activity was not dis-
closed in any prior application for approval.
During the notification period provided under this paragraph,
the appropriate Federal banking agency may, by written
notice, disapprove the proposed investment or activity or

impose conditions on such investment or activity under au-
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thority of subsection (d). An additional investment or activity
covered by this paragraph may be made or engaged in, as the
case may be, prior to the expiration of the notification period
if the appropriate Federal banking agency issues written
notice of its intent not to disapprove.

(3) In the event of the failure of the appropriate Federal
banking agency to act on any application for approval under
paragraph (1)(B) of this subsection within the ninety-day
period which begins on the date the application has been ac-
cepted for processing by the appropriate Federal banking
agency, the application shall be deemed to have been
granted. In the event of the failure of the appropriate Federal
banking agency either to disapprove or to impose conditions
on any investment or activity subject to the prior notification
requirements of paragraph (2) of this subsection within the
sixty-day period provided therein, such period beginning on
the date the notification has been received by the appropriate
Federal banking agency, such investment or activity may be
made or engaged in, as the case may be, any time after the
expiration of such period.

(c) The following limitations apply to export trading
companies and the investments in such companies by banking
organizations: '

(1) The name of any export trading company shall

not be similar in any respect to that of a banking orga-



W W A O W B W N e

[ B N B A N - - L et o T o T S SO S VPO W
St B W N = O W W A Y R W N - O

30

13

nization that owns any of its voting stock or other evi-
dences of ownership.

(2) The total historical cost of the direct and indi-

Tect investments by a banking organization in an

export trading company combined with extensions of
credit by the banking organization and its direct and
indirect subsidiaries to such export trading company
shall not exceed 10 per centum of the banking organi-
zation’s capital and surplus.

(3) A banking organization that owns any voting
stock or other evidences of ownership of an export
trading company shall terminate its ownership of such

stock if the export trading company takes positions in

_commodities or commodities contracts other than as

may be necessary in the course of its business oper-
ations. ,

(4) No banking organization holding voting stock
or other evidences of ownership of any export trading
company may extend credit or cause any affiliate to
extend credit to any export trading company Or to cus-
tomers of such company on terms more favorable than
those afforded similar borrowérs in similar circum-
stances, and such extension of credit shall not involve
more than the normal risk of repayment or present

other unfavorable features.
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(d)1) In the case of every application under subsection
(b)(1)(B) of this section, the appropriate Federal banking
agency shall take into consideration the financial and man-
agerial resources, competitive situation, and future prospects
of the banking organization and export trading company con-
cerned, and the benefits of the proposal to United States
business, industrial, and agricultural concerns, and to improv-
ing United States competitiveness in world markets. The
appropriate Federal banking agency may not approve any
investment for which an application has been filed under
subsection (b)(1)(B) if it finds that the export benefits of such
proposal are outweighed in the public interest by any adverse
financial, managenal, competitive, or other banking factors
associated with the particular investment. Any disapproval
order issued under this section must contain a statement of
the reasons for disapproval.

(2) In approving any application submitted under sub-
section (b)(1)(B), the appropriate Federal banking agency
may impose such conditions which, under the circumstances
of such case, it may deem necessary (A) to limit a banking
organization’s financial exposure to an export trading compa-
ny, or (B) to prevent-possible conflicts of interest or unsafe or
unsound banking practices. With respect to the taking of title
to goods, wares, merchandise, or commodities by any export

trading company subsidiary of a banking organization, the
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appropriate Federal banking agencies shall establish stand-

ards designed to ensure against any unsafe or unsound prac-
tices that could adversely affect a controlling banking organi-
zation investor, including specifically practices pertaining to
an export trading company subsidiary’s holding of title to in-
ventory. Such standards should be established no later than
two hundred and §eventy days after enactment of this Act,
and opportunity should be provided for public comment and
participation in developing such standards. If an exéort trad-
ing company subsidiary of a banking organization proposes to
take title to goods, wares, merchandise, or commodities in a
manner which does not conform to such standards, or prior to
the establishment of such standards, it may only do so with
the prior approval of the appropriate Federal banking agency
and subject to such conditions and limitations as it may
impose under this paragraph.

(3) In determining whether to impose any condition
under the preceding paragraph (2), or in imposing such condi-
tion, the appropriate Federal banking agency must give due
consideration to the size of the banking organization and
export trading company involved, the degree of investment
and other support to be provided by the banking organization
to the export trading company, and the identity, character,
and financial strength of any other investors in the export

trading company. The appropriate Federal banking agency
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shall not impose any conditions or set standards for the
taking of title which unnecessarily disadvantage, restrict or
limit export trading companies in competing in world markets
or in achieving the purposes of section 102 of this Act. In
particular, in setting standards for the taking of title under
the preceding paragraph (2), the appropriate Federal banking
agencies shall give special weight to the need to take title in
certain kinds of trade transactions, such as international
barter transactions.

(4) Notwithstanding any other provision of this Act, the
appropriate Federal banking agency may, whenever it has
reasonable cause to believe that the ownership or control of
any investment in an export trading company constitutes a
serious risk to the financial safety, soundness, or stability of
the banking organization and is inconsistent with sound bank-
ing principles or with the purposes of this Act or with the
Financial Institutions Supervisory Act of 1966, order the
banking organization, after due notice and opportunity for
hearing, to terminate (within one hundred and twenty days or
such longer period as the Board may direct in unusual cir-
cumstances) its investment in the export trading company.

{8) On or before two years after enactment of this Aect,
the appropriate Federal banking agencies shall jointly report
to the Committee on Banking, Housing, and Urban Affairs of

the Senate and the Committee on Banking, Finance and
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Urban Affairs of the House of Representatives their recom-
mendations with respect to the implementation of this sec-
tion, their recommendations on any changes in United States
law to facilitate the financing of United States exports, espe-
cially by smaller and medium-sized business concerns, and
their recommendations on the effects of ownership of United
States banks by foreign banking organizations affiliated with
trading companies doing business in the United States.

(eX(1) Any party aggrieved by an order of an appropriafe
Federal banking agency under this section may obtain a
review of such order in the United States court of appeals
within any circuit wherein such organization has its principal
place of business, or in the court of appeals for the District of
Columbia Circuit, by filing a notice of appeal in such court
within thirty days from the date of such order, and simulta-
neously sending a copy of such notice by registered or certi-
fied mail to the appropriate Federal banking agency. The ap-
propriate Federal banking agency shall promptly certify ‘and
file in such court the record upon which the order was based.
The court shall set aside any order found to be (A) arbitrary,
capricious, an abuse of discretion, or otherwise not in accord-
ance with law; (B) contrary to constitutional right, power,
privilege or immunity; or, (C) in excess of statutory jurisdic-
tion, authority, or limitations, or short of statutory right; or

(D) without observance of procedure required by law. Except
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for violations of subsection (b)}(3) of this section, the court
shall remand for further consideration by the appropriate
Federal banking agency any order set aside solely for proce-
dural errors and may remand for further consideration by the
appropriate Federal banking agency any ord;ar set aside for
substantive errors. Upon remand, the appropriate Federal
banking agency shall have no more than sixty days from date
of issuance of the court’s order to cure any procedural error
or reconsider its prior order. If the agency fails to act within
this period, the application or other matter subject to review
shall be deemed to have been granted as a matter of law.

(f(1) The appropriate Federal banking agencies are au-
thorized and empowered to issue such rules, regulations, and
orders, to require such reports, to delegate such functions,
and to conduct such examinations of subsidiary export trad-
ing companies, as each of them may deem necessary in order
to perform their respective duties and functions under this

section and to administer and carry out the provisions and

purposes of this section and prevent evasions thereof.

(2) In addition to any powers, remedies, or sanctions
otherwise provided by law, compliance with the requirements
imposed under this section may be enforced under section 8
of the Federal Deposit Insurance Act by any appropriate

Federal banking agency defined in that Act.
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INITIAL INVESTMENTS AND OPERATING EXPENSES

Sec. 106. (a) The Economic Development Administra-
tion and the Small Business Administration are directed, in
their consideration of applications by export trading compa-
nies for loans and guarantees, including applications to make
new investments related to the export of goods or services
produced in the United States and to meet operating ex-
penses, to give special weight to export-related benefits, in-
cluding opening new markets for United States goods and
services abroad and encouraging the involvement of small or
medium-size businesses or agricultural concerns in the expc;rt
market. ’

(b) There are authorized to be appropriated as necessary
to meet the purposes of this section, $20,000,000 for each
fiscal year, 1981, 1982, 1983, 1984, and 1985. Amounts
appropriated pursuant to the authority of this subsection shall
be in addition to amounts appropriated under the authority of
other Acts.

GUARANTEES FOR EXPORT ACCOUNTS RECEIVABLE AND
INVENTORY

Sec. 107. The Export-Import Bank of the United
States is authorized and directed to establish a program to
provide guarantees for loans extended by financial institu-
tions or other private creditors to export trading companies

as defined in section 103(5) of this Act, or to other exporters,
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when such loans are secured by export accounts receivable or

inventories of exportable goods, and when in the judgment of
the Board of Directors—

(1) the private credit market is not providing ade-
quate financing to enable otherwise -creditworthy
export trading companies or exporters to consummate
export transactions; and

(2) such guarantees would facilitate expansion of
exports which would not otherwise occur.

Guarantees provided under the authority of this section shall
be subject to limitations contained in annual appropriations
Acts. _
TITLE OI—EXPORT TRADE ASSOCIATIONS
SHORT TITLE
Sec. 201. This title may be cited as the ‘“Export Trade
Association Act of 1980,

FINDINGS; DECLARATION OF PURPOSE
SEc. 202. (a) Fivpings.—The Congress finds and de-

clares that—

(1) the exports of the American economy are re-
sponsible for creating and maintaining one out of every
nine manufacturing jobs in the United States and for
generating one out of every $7 of total United States

goods produced;
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(2) exports will play an even larger role in the
United States economy in the future in the face of
severe competition from foreign government-owned and
subsidized commercial entities;

(3) between 1968 and 1977 the United States
share of total world exports fell from 19 per centum to
13 per centum; ‘

- (4) trade deficits contribute to the decline of the
dollar on international currency markets, fueling infla-
tion at home;

(5) service-related industries are vital to the well-
being of the American economy inasmuch as they
create jobs for seven out of every ten Americans, pro-
vide 65 per centum of the Nation’s gross national
product, and represent a small but rapidly rising per-
centage of United States international trade;

(6) small and medium-sized firms are prime bene-
ficiaries of joint exporting, through pooling of technical
expertise, help in achieving economies of scale, and as-
sistance in 'éompeting effectively in foreign markets;
and '

(7) the Department of Commerce has as one of its
responsibilities the development and promotion of

United States exports.
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(b) Purpose.—It is the purpose of this Act to encour-
age American exports by establishing an office within the
Department of Commerce to encourage and promote the for-
mation of export trade associations through the Webb-
Pomerene Act, by making the provisions of that Act explic-
itly applicable to the exportation of services, and by transfer-
ring the responsibility for administering that Act from the
Federal Trade Commission to the Secretary of Commerce.

DEFINITIONS

Sec. 203. The Webb-Pomerene Act (15 U.S.C. 61-66)
is amended by striking out the first section (15 U.S.C. 61)
and inserting in lieu thereof the following:
“SECTION '1. DEFINITIONS.

“As used in this Act—

“(1) ExporRT TRADE.—The term ‘export trade’
means trade or commerce in goods, wares, merchan-
dise, or services exported, or in the course of being ex-
ported from the United States or any territory thereof
to any foreign nation.

“(2) SERVICE.—The term ‘service’ means intangi-
ble economic output, including, but not limited to—

“(A) - business, repair, and amusement
services;
“(B) management, legal, engineering, archi-

tectural, and other professional services; and
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“(C) financial, insurance, transportation, and
communication services.

“(3) ExPORT TRADE ACTIVITIES.—The term
‘export trade activities’ includes activities or agree-
ments in the course of export trade.

“(4) TRADE WITHIN THE UNITED STATES.—The
term ‘trade within the United States’ whenever used in
this Act means trade or commerce among the several
States or in any territory of the United States, or in
the District of Columbia, or between any such territory
and another, or between any such territory or territo-
ries and any State or States or the District of Colum-
bia, or between the District of Columbia and any State
or States.

“(5) AssoCIATION.—The term ‘association’
means any combination, by contract or other arrange-
ment, of persons who are citizens of the United States,
partnerships which are created under and exist pursu-
ant to the laws of any State or of the United States, or
corporations which are created under and exist pursu-
ant to the laws of any State or of the United States.

“(6) EXPORT TRADING COMPANY.—The term
‘export trading company’ means an export trading
company as defined in section 103(5) of the Export
Trading Company Act of 1980.
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“(7) ANTITRUST LAWS.—The term ‘antitrust’
laws’ means the antitrust laws defined in the first sec-
tion of the Clayton Act (15 U.S.C. 12) and section 4
of the Federal Trade Commission Act (15 U.S.C. 44),
and any State antitrust or unfair competition law.

“(8) SECRETARY.—The term ‘Secretary’ means
the Secretary of Commerce.

“(9) ATTORNEY GENERAL.—The term ‘Attorney
General’ means the Attorney General of the United
States.

“(10) CommissioN.—The term ‘Commission’
means the Federal Trade Commission.”.

ANTITRUST EXEMPTION

SEc. 204. The Webb-Pomerene Act (15 U.S.C. 61-66)

is amended by striking out section 2 (15 U.S.C. 62) and in-
serting in lieu thereof the following:

“SEC. 2. EXEMPTION FROM ANTITRUST LAWS.

“(a) EvL1cIBILITY.—The export trade, export trade ac-

tivities, and methods of operation of any association, entered
into for the sole purpose of engaging in export trade, and
engaged in or proposed to be engaged in such export trade,
and the export trade and methods of operation of any export

trading company, that—

‘(1) serve to preserve or promote export trade;
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“(2) result in neither a substantial lessening of
competition or restraint of trade within the United
States nor a substantial restraint of the export trade of
any competitor of such association;

“(3) do not unreasonably enhance, stabilize, or de-
press prices within the United States of the goods,
wares, merchandise, or services of the class exported
by such association;

*(4) do not constitute unfair methods of competi-
tion against competitors engaged in the export trade of
goods, wares, merchandise, or services of the class ex-
ported by such association;

“(5) do not include any act which results, or may
reasonably be expected to result, in the sale for con-
sumption or resale within the United States of the
goods, wares, merchandise, or services exported by the
association or export trading company or its members;
and

“(6) do not constitute trade or commerce in the
licensing of patents, technology, trademarks, or know-
how, except as incidental to the sale of the goods,
wares, merchandise, or services exported by the associ-

ation or export trading company or its members
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shall, when certified according to the procedures set forth in

this Act, be eligible for the exemption provided in subsection
(b).

“(b) EXEMPTION.—An association or an export trading
company and its members with respect to its export trade,
export trade activities and methods of operation are exempt
from the operation of the antitrust laws as relates to their
respective export trade, export trade activities or methods of
operation that are specified in a certificate issued according
to the procedures set forth in the Act, carried out in conform-
ity with the provisions, terms, and conditions prescribed in
such certificate and engaged in during the period in which
such certificate is in effect. The subsequent revocation or in-
validation of such certificate shall not render the association
or its members or an export trading company or its members,
liable under the antitrust laws for such trade, export trade
activities, or methods of operation engaged in during such
period.

“(c) DISAGREEMENT OF ATTORNEY GENERAL OR
CommissioN.—Whenever, pursuant to section 4(b)(1) of this
Act, the Attorney General or Commission has formally ad-
vised the Secretary of disagreement with his determination to
issue a proposed certificate, and the Secretary has nonethe-
less issued such proposed certificate or an amended certifi-

cate, the exemption provided by this section shall not be
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effective until thirty days after the issuance of such
certificate.”.
AMENDMENT OF SECTION 3

Sec. 205. (a) CONFORMING CHANGES IN STYLE.—The
Webb-Pomerene Act (15 U.S.C. 61-66) is amended—

(1) by inserting immediately before section 3 (15

U.8.C. 63) the following:

“SEC. 3. OWNERSHIP INTEREST IN OTHER TRADE ASSOCI.
ATIONS PERMITTED.”,
(2) by striking out “Sec. 3. That nothing” in sec-
tion 3 and inserting in lieu thereof “Nothing”.
ADMINISTRATION: ENFORCEMENT: REPORTS

SEC. 206. (8) IN GENERAL.—The Webb-Pomerene Act
(15 U.S.C. 61-66) is amended by striking out sections 4 and
5 (15 U.S.C. 64 and 65) and inserting in lieu thereof the
following sections:

“SEC. 4. CERTIFICATION.

“(a) PROCEDURE FOR APPLICATION.—AnNy associ-
ation, company, or export trading company seeking certifica-
tion under this Act shall file with the Secretary a written
application for certification setting forth the following:

“(1) The name of the association or export trad-

ing company.
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“(2) The location of all of the offices or places of
business of the association or export trading company
in the United States and abroad.

“(3) The names and addresses of all of the offi-
cers, stockholders, and members of the association or
export trading company.

“(4) A copy of the certificate or articles of incor-
poration and bylaws, if the association or export trad-
ing company is a corporation; or a copy of the articles,
partnership, joint venture, or other agreement or con-
tract under which the association conducts or proposes
to conduet its export trade activities or contract of as-
sociation, if the association is unincorporated.

“5) A description of the goods, wares, merchan-
dise, or services which the association or export trad-
ing company or their members export or propose to
export.

“6) A description of the domestic and interna-
tional conditions, circumstances, and factors which
show that the association or export trading company
and its activities will serve a specified need in promot-
ing the export trade of the described goods, wares,
merchandise, or services.

“(7) The export trade activities in which the asso-

ciation or export trading company intends to engage

56-942 Q - 30 - U
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and the methods by which the association or export
trading company conducts or proposes to conduct
export trade in the described goods, wares, merchan-
dise, or services, including, but not limited to, any
agreements to sell exclusively to or through the associ-
ation, any agreements with foreign persons who may
act as joint selling agents, any agreements to acquire a
foreign selling agent, any agreements for pooling tangi-
ble or intangible property or resources, or any territo-
rial, price-maintenance, membership, or other restric-
tions to be imposed upon members of the association or
export trading company.

“(8) The names of all countries where export
trade in the described goods, wares, merchandise, or
services is conducted or proposed to be conducted by
or through the association or export trading company.

“(9) Any other information which the Secretary
may request concerning the organization, operation,
management, or finances of the association or export
trading company; the relation of the association or
export trading company to other associations, corpora-
tions, partnerships, and individuals; and competition or
potential competition, and effects of the association or
export trading company thereon. The Secretary may

request such information as part of an initial applica-
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tion or as a necessary supplement thereto. The Secre-
tafy may not request information under this paragraph
which is not reasonably available to the person making
application or which is not necessary for certification of
the prospective association or export trading company.
“(b) ISSUANCE OF CERTIFICATE.—

“(1) NINETY-DAY PERIOD.—The Secretary shall
issue a certificate to an association or export trading
company within ninety days after receiving the applica-
tion for certification or necessary supplement thereto if
the Secretary, after consultation with the Attorney
General and Commission, determines that the associ-
ation, its export trade, export trade activities and
methods of operation, or export trading company, and
its export trade, export trade activities and methods of
operation meet the requirements of section 2 of this
Act and that the association or export trading company
and its activities will serve a specified need in promot-
ing the export trade of the goods, wares, merchandise,
or services described in the application for certification.
The certificate shall specify the permissible export
trade, export trade activities and methods of operation
of the association or export trading company and shall
include any terms and conditions the Secretary deems

necessary to comply with the requirements of section 2
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of this Act. The Secretary shall deliver to the Attorney
General and the Commission a copy of any certificate
that he proposes to issue. The Attorney General or
Commission may, within fifteen days thereafter, give
written notice to the Secretary of an intent to offer
advice on the determination. The Attorney General or
Commission may, after giving such written notice and
within-forty-five days of the time the Secretary has de-
livered a copy of a proposed certificate, formally advise
the Secretary of disagreement with his determination.
The Secretary shall not issue any certificate prior to
the expiration of such forty-five day period unless he
has (A) received no notice of intent to offer advice by
the Attorney General or the Commission within fifteen
days after delivering a copy of a proposed certificate,
or (B) received any notice and formal advice of dis-
agreement or written confirmation that no formal dis-
agreement will be transmitted from the Attorney Gen-
eral and the Commission. After the forty-five day
period or, if no notice of intent to offer advice has been
given, after the fifteen-day period, the Secretary shall
either issue the proposed certificate, issue an amended
certificate, or deny the application. Upon agreement of
the applicant, the Secretary may delay taking action

for not more than thirty additional days after the forty-
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five day period. Before offering advice on a proposed
certification, the Attorney General and Commission
shall consult in an effort to avoid, wherever possible,
having both agencies offer advice on any application.

“(2) EXPEDITED CERTIFICATION.—In those in-
stances where the temporary nature of the export trade
activities, .deadlines for bidding on contracts or filling.
orders, or any other circumstances beyond the control
of the association or export trading company which
have a significant impact on its export trade, make the
90-day period for application approval described in
paragraph (1) of this subsection, or an amended appli-
cation approval as provided in subsection (c¢) of this
section, impractical for the association or export trad-
ing company seeking certification, such association or
export trading company may request and may receive
expedited action on its application for certification.

“(3) APPEAL OF DETERMINATION.—If the Secre-
tary determines not to issue a certificate to an associ-
ation or export trading company which has submitted
an application or an amended application for certifica-
tion, then he shall—

“(A) notify the association or export trading
company of his determination and the reasons for

his determination, and
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“(B) upon request made by the association or
export trading company afford it an opportuniiy
for a hearing with respect to that determination in
accordance with section 557 of title 5, United
States Code.

“(c) MaTeriarL CHANGES IN CIRCUMSTANCES;
AMENDMENT OF CERTIFICATE.— Whenever there is a ma-
terial change in the membership, export trade, export trade
activities, or methods of operation, of an association or export
trading company then it shall report such change to the Sec-
retary and may apply to the Secretary for an amendment of
its certificate. Any application for an amendment to a certifi-
cate shall set forth the requested amendment of the certifi-
cate and the reasons for the requested amendment. Any re-
quest for the amendment of a certificate shall be treated in
the same manner as an original application for a certificate.
If the request is filed within thirty days after a material
change which requires the amendment, and if the requested
amendment is approved, then there shall be no interruption in
the period for which the certificate is in effect.

“(d) AMENDMENT OR REVOCATION OF CERTIFICATE
BY SECRETARY.—After notifying the association or export
trading company involved and after an opportunity for hear-
ing pursuant to section 554 of title 5, United States Code,

the Secretary, on his own initiative—
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. ‘(1) may require that the organization or oper-
ation of the association or export trading company be

modified to correspond with its certification, or
“(2) shall, upon a determination that the export
trade, export trade activities or methods of operation of
the association or export trading company no longer
meet the requirements of section 2 of this Act, revoke
the certificate or make such amendments as may be
necessary to satisfy the requirements of such section.

‘“(e) ACTION FOR INVALIDATION OF CERTIFICATE BY

ATTORNEY GENERAL OR CHAIRMAN-—

“1) The Attorney General or the Commission
may bring an action against an association or export
trading company or its members to invalidate, in whole
or in part, the certification on the ground that the
export trade, export trade activities or methods of op-
eration of the association or export trading company
fail or have failed, to meet the requirements of section
2 of this Act. The Attorney General or Commission
shall notify any association or export trading company
or member thereof, against which it intends to bring an
action for revocation, thirty days in advance, as to its
intent to file an action under this subsection. The dis-
trict court shall consider any issues presented in any

such action de novo and if it finds that the require-
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ments of section 2 are not met, it shall issue an order

declaring the certificate invalid and any other order

necessary to effectuate the purposes of this Act and

the requirements of section 2.

“(2) Any action brought under this subsection
shall be considered an action described in section 1337
of title 28, United States Code. Pending any such
action which was brought during the period any ex-
emption is héld in aheyance pursuant to section 2(c) of
this Act, the court may make such temporary restrain-

- ing order or prohibition as shall be deemed just in the
premises.

“(3) No person other than the Attorney General
or Commission shall have standing to bring an action
against an association or export trading company or
their respective members for failure of the association
or export trading company or their respective export
trade, export trade activities or methods of operation to
meet the criteria of section 2 of this Act.

“SEC. 5. GUIDELINES.

“(a) IntT1AL PROPOSED GUIDELINES.—Within ninety
days after the enactment of the Export Trade Association
Act of 1980, the Secretary, after consultation with the Attor-
ney General, and the Commission shall publish proposed

guidelines for purposes of determining whether export trade,
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export trade activities and methods of operation of an associ-
ation or export trading company will meet the requirements
of section 2 of this Act.

“(b) Pusric CoMMENT PERIOD.—Following publica-
tion of the proposed guidelines, and any proposed revision of
guidelines, interested parties shall have thirty days to com-
ment on the proposed guidelines. The Secretary shall review
the comments and, after consultation with the Attorney Gen-
eral, and Commission, publish final guidelines within thirty
days after the last day on which comments may be made
under the preceding sentence.

“(c) PERrIODIC REVISION.—After publication of the
final guidelines, the Secretary shall periodically review the
guidelines and, after consultation with the Attorney General,
and the Commission, propose revisions as needed. -

“(d) APPLICATION OF ADMINISTRATIVE PROCEDURE
Act.—The promulgation of guidelines under this section
shall not be considered rulemaking for purposes of subchapter
IO of chapter 5 of title 5, United States Code, and section
553 of such title shall not apply to their promulgation.

“SEC. 6. ANNUAL REPORTS.

“Every certified association or export trading company

shall submit to the Secretary an annual report, in such form

and at such time as he may require, which report updates
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where necessary the information described by section 4(a) of
this Act.
“SEC. 7. OFFICE OF EXPORT TRADE IN COMMERCE
DEPARTMENT.

“The Secretary shall establish within the Department of
Commerce an office to promote and encourage to the great-
est extent feasible the formation of export trade associations
and export trading companies through the use of provisions of
this Act in a manner consistent with this Act. '
“SEC. 8. AUTOMATIC CERTIFICATION FOR EXISTING

ASSOCIATIONS.
' “The Secretary shall certify any export trade associ-
ation registered with the Federal Trade Commission as of
April 3, 1980, if such association, within one hundred and
eighty days after the date of enactment of such Act, files with
the Secretary an application for certification as provided for
in section 5 of this Act, unless such application shows on its
face that the association is not eligible for certification under
this Act.
“SEC. 9. CONFIDENTIALITY OF APPLICATION AND ANNUAL
REPORT INFORMATION.
“(a) GeENERAL RULE.—Portions of applications made

under section 4, including amendments to such applications,

‘and annual reports made under section 6 that contain trade

secrets or confidential business or financial information, the
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disclosure of which would harm the competitive pesition of '
the person submitting such information shall be confidential,

and, except as authorized by this section, no officer or em-

ployee, or former officer or employee, of the United States

shall disclose any such confidential information, obtained by

him in any manner in connection with his service as such an

officer or employee.

“(b) D1SCLOSURE TO ATTORNEY GENERAL OR CoM-
MISSION.—Whenever the Secretary believes that an appli-
cant may be eligible for a certificate, or has issued a certifi-
cate to an association or export trading company, he shall
promptly make available all materials filed by the applicant,
association or export trading company, including applications
and supplements thereto, reports of material changes, appli-
cations for amendments and annual reports, and information
derived therefrom. The Secretary shall make available appli-
cations, amendments thereto or annual reports, or informa-
tion derived therefrom, to the Attorney General or Commis-
sion, or any employee or officer thereof, for official use in
connection with an investigation or judicial or administrative
proceeding under this Act or the antitrust laws to which the
United States or the Commission is or may be a party. Such
information may only be disclosed by the Secretary upon a

prior certification that the information will be maintained in
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confidence and will only be used for such official law enforce-

ment purposes.
“SEC. 10. MODIFICATION OF ASSOCIATION TO COMPLY WITH
UNITED STATES OBLIGATIONS.

“At such time as the United States undertakes binding
international obligations by treaty or statute, to the extent
that the operations of any export trade association or export
trading company, certified under this Act, are inconsistent
with such international obligations, the Secretary may re-
quire it to modify its operations so as to be consistent with
such international obligations.

“SEC. 11. REGULATIONS.

“The Secretary, after consultation with the Attorney
General and the Commission, shall promulgate such rules
and regulations as may be necessary to carry out the pur-
poses of this Act.

“SEC. 12. TASK FORCE STUDY.

“Seven years after the date of enactment of the Export
Trade. Association Act of 1980, the President shall appoint,
by and with the advice and consent of the Senate, a task
force to examine the effect of the operation of this Act on
domestic competition and on United States international
trade and to recommend either continuation, revision, or ter-

mination of the Webb-Pomerene Act. The task force shall
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have one year to conduct its study and to make its recom-
mendations to the President.”.

(b) RepEsiGNATION OF SECTION 6.—The Act is
amended—

(1) by striking out “Sec. 6.” in section 6 (15
U.S.C. 66), and
(2) by inserting immediately before such section

the following:

“SEC. 14. SHORT TITLE.".
TITLE II—-TAXATION OF EXPORT TRADING
COMPANIES
APPLICATION OF DISC RULES TO EXPORT TRADING
COMPANIES

SEc. 301. (a) Paragraph (3) of section 992(d) of the In-
ternal Revenue Code of 1954 (relating to ineligible c;)rpora-
tions) is amended i)y mse{tmg before the comma at the end
thereof the following: “(otl;er than a financial institution
which is a banking organizatidd as defined in section
105(a)(1) of the Export Trading Company Act of 1980 in-
vesting in the voting stock of an export trading company (as
defined in section 103(5) of the Export Trading Act of 1980)
in accordance with the provisions of section 105 of such

Act)”.



W W =2 A O W Y -

10
11
12
13
14
15
16
17
18
19
20

22
23
24
25

58

41

(b) Paragraph (1) of section 993(a) of the Internal Reve-
nue Code of 1954 (relating to qualified export receipts of a
DISC) is amended—

(1) by striking out “and” at the end of subpara-

graph (G),

(2) by striking out the period at the end of sub-
paragraph (H) and inserting in lieu thereof ‘“‘and”, and

(3) by adding at the end thereof the following new
subparagraph:

“D) in the case of a DISC which is an
export trading company (as defined in section
103(5) of the Export Trading Company Act of
1980), or which is a subsidiary of such a compa-
ny, gross receipts from the export of services pro-
duced in the United States (as defined in section
103(3) of such Act) or from export trade services
(as defined in section 103(4) of such Act).”.

(c) The Secretary of Commerce, after consultation with
the Secretary of the Treasury, shall develop, prepare, and
distribute to interested parties, including potential exporters,
information concerning the manner in which an export trad-
ing company can utilize the provisions of part IV of sub-
chapter N of chapter 1 of the Internal Revenue Code of 1954
(relating to domestic international sales corporations), and

any advantages or disadvantages which may reasonably be
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expected from the election of DISC status or the establish-
ment of a subsidiary corporation which is a DISC.

(d) The amendments made by this section shall apply
with respect to taxable years beginning after December 31,
1980.

SUBCHAPTER S STATUS FOR EXPORT TRADING
COMPANIES A

Sec. 302. (a) Paragraph (2) of section 1371(a) of the
Internal Revenue Code of 1954 (relating to the definition of a
small business corporation) is amended by inserting *‘, except
in the case of the shareholders of an export trading company
(as defined in section 103(5) of the Export Trading Company
Act of 1980) if such shareholders are otherwise small busi-

’

ness corporations for the purpose of this subchapter,” after
“shareholder’’.

(b) The first sentence of section 1372(e)(4) of such Code
(velating to foreign income) is amended by inserting ‘. other
than an export trading company,” after “‘small business
corporation’’. A

{¢) The amendments made by this, section shall apply
with respect to taxable years beginning after December 31,

1980.
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The CHAIRMAN. Thank you, Mr. Sprague.

Governor Wallich.

Mr. WatrricH. If I may, I would like to read my statement. It is
quite brief,

The CHAIRMAN. Very well. Go right ahead.

Mr. WaLLICH. I am pleased to testify on S. 2718, a bill that would
facilitate the establishment and operation of export trading compa-
nies.

At the outset, I should like to reaffirm the view of the board that
the United States needs a strong export sector. The development of
export trading companies will probably assist in achieving this
goal, although in my view, fundamental economic factors, such as
U.S. price performance and exchange rates, will continue to be the
most important factors. Banks have an important role to play in
financing U.S. exports, and banks can assist export trading compa-
nies in this country by providing financing and by offering a wide
range of export-related services. But bank ownership of trading
companies raised broad issues of public policy, some of which were
set forth in an earlier statement submitted to this committee.

My statement today on behalf of the Board of Governors is
limited to the issues raised by provisions for bank ownership of
trading companies, and possible ways of dealing with these issues.

The separation of banking and commerce has a long tradition in
American banking and is embodied in several banking laws, most
notably the Bank Holding Company Act and the Glass Steagall
Act. The Federal Reserve believes that this separation has been a
major element of strength for the American banking system and
the American economy.

MAIN PROBLEMS

While I covered many of the problems involved in permitting
significant bank ownership of trading companies in my earlier
statement submitted to the committee, I would like to briefly sum-
marize the main problems.

Banks that are engaged in commercial trading may be exposed to
high risks, particularly when leveraging is involved, as is typically
the case with trading companies. This risk could well be much
larger than the original investment. I might note that a few years
ago, a Japanese bank reported losses of one-half billion dollars
from the failure of a major trading company with which it was
closely associated.

Bank supervisors would be involved to a substantial degree in
decisions regarding the operations of trading companies; and the
regulations necessary to protect banks from a range of possible
future problems could well hamper the operations of these trading
companies.

Bank-owned trading companies and their clients may have access
to credit on more favorable terms than other companies; alterna-
tively, large banks could use bargaining power obtained through
trading company affiliates to obtain an increasing share of the
banking business of client firms. Although regulations can help
avoid the most blatant types of abuse—and the bill includes provi-
sions regarding terms of credits—it would be a difficult task to
supervise credit judgments through regulations with the specificity
needed to insure protection from unfair competition.
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In light of these problems, the Federal Reserve has tried to
design safeguards that would make it possible to permit a degree of
bank participation in export trading companies without breaching
the separation of banking and commerce. In this connection, it
needs to be recognized that trading companies may be engaged in
importing, and thus involved in some commercial activities in the
United States, as well as in commercial activities abroad. Most of
the board’s recommendations have been incorporated in S. 2718,
and they have helped strengthen the provisions of the bill by
reducing the risks to banks. But two important provisions were
omitted, and because the board’s recommendations represented an
integrated proposal, the omissions substantially reduce the protec-
tions which the Federal Reserve believes are needed.

In particular, the Board urges that S. 2718 be further amended
to provide that: One: A banking organization be permitted to invest
in an export trading company only up to 20 percent of the shares
of the trading company; and Two: A group of banking organiza-
tions could not own more than 50 percent of the voting stock of any
single export trading company.

I should like to provide some background.

Although there may be debate on the exact percentage of equity
interest at which an investor ceases to be essentially a portfolio
investor and becomes actively associated with management, the
best guideline appears to be the point at which an investor can
make use of equity accounting—generally 20 percent. Where an
ownership interest is 20 percent or more, accepted standards of
accounting normally call for a bank—or any company—to inciude
on its balance sheet and income statements its proportionate share
of the net assets and earnings of a company. Experience in interna-
tional banking has generally shown that where bank ownership in
a foreign company permits the use of equity accounting, the bank
frequently tends to become involved in management aspects of the
business and to be identified with the company in the eyes of the
financial community. Where such identification exists, a bank may
find it necessary to stand behind all of the liabilities of a company
in case of financial difficulties, in order to preserve the bank’s

~standing in international financial markets. In the case of compa-
nies that are highly leveraged, a bank’s potential loss could well be
much larger than the original investment.

By contrast, at levels of ownership interest at which equity ac-
counting does not apply, the immediate rewards to an investing
bank would be the dividends it might receive on shares and income
from loans or services provided to the trading company. Under
those circumstances, a bank would tend to treat a trading company
on an arms-length basis, and the bank’s reputation would not
become clearly associated with that of the company in which it had
invested.

To strengthen its recommedation on limiting ownership inter-
ests, the Federal Reserve earlier proposed that an export trading
company could not bear the name of an investing bank nor repre-
sent that it was affiliated with a bank. Provisions to accomplish
this have been included in S. 2718. As we saw in the case of REIT’s
in the mid-1970’s, public identification of a bank with another
enterprise can involve the bank in substantial potential commit-

§6-942 ¢ - 30 =~ 5
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ments and, in the case of difficulties, in substantial losses, even
where there is no bank ownership interest. However, where a
significant ownership interest exists, even if there is no public
identification through the name of the trading company, there is
also a likely commitment on the part of the bank. Thus, in devising
rules for export trading companies where bank investments are
contemplated, it is necessary to couple the restriction on public
identification of banks and trading companies with a limitation on
bank ownership interests.

It is sometimes argued that banks can better limit their risks by
maintaining control over their affiliates. This proposition may well
be valid in the case of commercial banking affiliates; it does not,
however, represent a basis for preferring to allow a bank to acquire
control over a commercial firm rather than to limit bank involve-
ment in management of that firm through restrictions on bank
ownership.

The philosophy of the Federal Reserve proposals—that bank
ownership and management of trading companies should be limit-
ed—was designed not only to reduce risks to banks, but also to hold
to a minimum the need for regulation of the operation of export
trading companies, while permitting banks to provide some finan-
cial support. Underlying this approach is the view of the Board
that bank supervisors need to develop ways of reducing the burden
of supervision, both on the supervisory agencies and on the bank-
ing community. In the area of international banking, the Board
has taken some steps to implement this view in revising its regula-
tion K last year, and the Board staff is reviewing proposals that
would further reduce the regulatory restrictions on edge corpora-
tions.

ACTIVITIES NOT PERMISSIBLE UNDER LAW

The export trading companies provided for in S. 2718 would be
organized and operated principally for the purpose of exporting
goods or services produced in the United States as well as provid-
ing services to facilitate such exports. If U.S. banks were to have
important ownership and management interests in trading compa-
nies, they would be engaged indirectly in a host of activities not
currently permissible under U.S. law. For example, under the act,
trading companies could purchase for export commodities and man-
ufactured goods, and could provide services in such fields as ac-
counting, tourism, engineering, architecture, and transportation.
U.S. banking organizations do not have extensive experience in
these nonbanking activities, nor do the bank supervisory agencies.

The bill directs the bank regulatory agencies to establish stand-
ards to insure against unsafe or unsound export trading company
practices that could affect any banking organization that controlled
a trading company. Development of the requisite expertise to cope
with the almost limitless range of activities that would be permit-
ted to export trading companies under S. 2718 would be time
consuming and costly to the bank regulatory agencies. If banks
owned trading companies, they would, of course, also need to devel-
op expertise in those lines of activity in which the trading company
specialized. In sum, in view of the risks of bank ownership of
trading companies, and the large costs that would be associated
with efforts to control those risks through regulation, we believe
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there is a basic presumption that bank ownership should only be
allowed on a scale that does not involve an important management
interest.

The second Board recommendation was that S. 2718 contain a
limit on the total investment in a single export trading company
by all banking organizations combined. If banks, as a group, con-
trolled a trading company, the banks would likely be identified
with the company, even though none had an interest of 20 percent
or more. This identification could expose the investing banks to the
risk of large losses in the event of the failure of the trading
company.

These recommended restrictions on bank investment do not rep-
resent severe restraints on the operations of export trading compa-
nies. For example, under the Federal Reserve proposal, three banks
together could supply up to 50 percent of the capital of a trading
company. And that trading company would be able to operate on
the basis of its own business judgment without being subject to the
special operating rules established by bank supervisory agencies
that are contemplated under S. 2718.

Moreover, banks can provide support to trading companies in a
number of ways apart from equity investments. First among these
is financing—the area in which the bank’s expertise is likely to be
of greatest value to the trading company. The Federal Reserve
proposals contemplated that a banking organization could lend to
any single export trading company an amount which together with
its investment in that compnay would not exceed 10 percent of the
bank’s capital, while total equity investment by a bank in one or
more trading companies could not exceed in the aggregate 5 per-
cent of the bank’s capital. Such loans could be made by the bank,
its edge corporations, or other holding company affiliates.

These different members of a banking organization could also
provide other services, such as foreign exchange, information on
foreign markets, letters of credit, advice on arranging shipments,
and insurance brokerage. I recognize that under the Board’s regu-
lation K, it would not be possible for edge corporations to supply to
export trading companies the full range of services that a bank
could supply, and I believe that it would be appropriate to allow
edge corporations additional authority to enable them to assist
export trading companies. The Board might, under appropriate
restrictions, create for export trading companies a special status
under regulation K similar to that proposed last year for domestic
qualified business entities—a proposal on which the Board has not
yet acted.

Moreover, I should note that regulation K provides that edge
corporations will apply to the Board to engage in providing services
that would be incidental to international or foreign business, and
the Board may expand that list of permissible financial services on
the basis of the facts submitted in the applications.

In conclusion, I should reemphasize that the U.S. economy would
best be served by having banking organizations assist trading com-
panies as bankers and limited investors rather than as owner
operators of these firms. This will permit banks to provide the
financially related services in which they have expertise, while
permitting trading companies to innovate unfettered by regulation
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of their activities. At the same time, it will preserve the separation
of banking and commerce and the role of banks as the impartial
arbiters of credit.

The CHaIRMAN. Thank you. Mr. Sprague, you mentioned staff
reservations about your statement. What are they?

STAFF RESERVATIONS

Mr. SpraGuE. Well, they really go to the heart of the matter,
Senator. As I suggested in my opening remarks, our agency is
charged with protecting the people’s deposits and, to the best of our
ability, provide safety and soundness in the banking institutions.

As recently as the sixth draft of this testimony, the director of
my division of bank supervision and his entire staff strongly urged
me to come today, and flatly oppose the bill on two bases. One:
That we’re taking an historic step in separating banking and com-
merce and, although this would be a very modest incursion, it
might well be the beginning of a major change in our national
policy that could make our job much more difficult and might well
be bad for the Nation.

The further reservation went to the open-ended provisions in the
bill, which would allow something up to one-half of the trading
company activity to be in an uncharted area. We do not know what
they would be doing. We suspect that they would be doing things in
areas where we do not have experience and the banks would not
have the appropriate expertise.

We have had considerable discussion about this legislation since
members of Senator Stevenson’s staff talked to me a few weeks ago
and advised that your committee was very interested in our opin-
ions and attitudes, which we had not seriously addressed up until
that time.

On balance, at the close of business Wednesday, everybody was
aboard and the staff had accepted my position that the more re-
sponsible approach would be to accept the fact that Congress has
wider responsibilities than we do and must address greater prob-
lems, and our effort should be to get incorporated into the legisla-
tion, if we could, as many safeguards as we believe necessary.

I thought in fairness I should give you that background on the
reservations, but as of this morning I can state that the entire
segior staff and two directors are in full accord with my statement
today.

The CHAIRMAN. I want to make sure I understand how your
statement comes down. You say on page 3 at the top: “If you
proceed, we suggest you allow something less than a controlling
interest by banking organizations in export trading companies.”

The bill in its present form permits a controlling interest. In its
pyesel‘;t form, do you oppose the bill because it does not follow your
views?

Mr. SpraGUE. That is correct.

The CHAIRMAN. You do oppose the bill.

Mr. SpraGUE. That is correct.

The CramrMaN. I would like to ask you, Mr. Wallich, in your
statement on page 2 you state the admission would substantially
reduce the protections which the Federal Reserve believes we need.
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In particular, bottom of page 2, the Board urges S. 2718 be
further amended to provide that a banking organization be permit-
ted to invest only up to 20 percent of the trading company and so
forth. Does that mean that unless that amendment is provided,
that the Fed would be opposed to the legislation?

Mr. WaLLicH. We would be unable to support it; yes, Mr. Chair-
man.

The CrHairMaN. All right. Now, this legislation would permit
among other things large banks to establish export trading compa-
nies, which can buy for their own account and inventory for subse-
quent resale overseas, machinery and equipment among other
goods and products. To what extent should we be concerned that
companies which have a banking relationship with banks, not only
export trading companies, would switch their banking business in
the hope they might be favored by bank-¢wned export trading
companies buying their products?

Mr. WaLLicH. This is one of the possible things that can happen.
The possibilities here are very wide because the activities of the
trading companies necessarily must be quite far reaching and un-
confined.

So the fear that there may be less than arms-length relationships
developing, 1 think, is a well founded one. Now, one can try to
guard against that by appropriate regulatory action concerning a
differentiation of the terms of a credit. But the fact of the availabil-
ity and the appropriateness of a loan is very difficult to submit to
regulatory judgment.

RISKS FOR BANKS

The CHAIRMAN. In discussing the risks for banks associated with
the control of export trading companies, Mr. Sprague, you ex-
pressed skepticism that banks have any particular expertise in
foreign markets other than perhaps a few monsters of major re-
gional banks. How about these banks?

The legislation would allow an export trading company to engage
in construction, own a shipping line, take positions in wheat and
import commodities into the United States by way of barter deals
and presumably market them in the United States. These activities
do not appear to be very closely related to finance and trade. What
expertise do banks have to engage in these activities?

Mr. SpraGcuE. We attempted to identify that expertise in our
discussions and came up empty except in isolated instances. This is
one of the reasons why we suggested a closely related type of
amendment which would narrow as much as possible the types of
endeavors trading companies would get into should the legislation
be enacted.

If the banks were just investors and lenders, then with the
restrictions Governor Wallich has suggested, I would submit the
trading companies could have much wider latitude and proceed to
innovate and do their thing. Some, I am sure, would be very
successful. Some, I imagine, would fail.

The CHaiRMAN. So you want to keep banks in banking and
finance completely and not in the other businesses.

Mr. SprAGUE. Essentially, yes.

The CuaimrMaN. Mr. Wallich, on page 3 of your statement you
say—that was an interesting technical factor a lot missed—“experi-
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ence in international banking generally shows where bank owner-
ship in a foreign country permits the use of equity accounting, the
bank frequently intends to become involved in management as-
pects of the business and become identified with the companies in
the eyes of the community. The bank has a strong incentive to ball
out the business involved even beyond the capitalized investment.”

Can you give us examples of that experience?

Mr. WaLLicH. There have been examples of banks that engaged
in financing of real estate activity in a way that didn’t seem to
obligate them to take full responsibility for what happened, but in
the end it turned out that they felt they had to back the venture
fully. That is perhaps the most outstanding example.

It’s quite generally recognized, I think, that banks do tend to
stand back of an activity when their association with it is clearly
recognized. Equity accounting is one threshhold and indication of
identification with the activity. There are others we pointed to
such as using the same name as the bank.

The CHAIRMAN. Wasn't there a subsidiary of United California
Bank with a subsidiary in Switzerland——

Mr. WarLicH. The case of speculation. That was an instance, [
think, of identification between the bank and the subsidiary. There
was no legal obligation for the bank to back the subsidiary, but
nevertheless, they did so to protect their good name.

The CHAIRMAN. Would you agree this legislation would add sub-
stantially to the capital problems of large banks which are already
thinly capitalized?

Mr. WarLicH. Well, it certainly would add to those. Banks are
thinly capitalized. Here we presumably would find both the volume
of loans rising somewhat as a result of these activities and the
degree of risk involved. So I think one would have to say that there
would be an increasing demand on the capital of banks.

Now, the report speaks of $1 billion over a period of 5 years as
the total involvement. That does not seem to be a very large
amount. On the other hand, one has to think of the possible lever-
aging of trading companies that could go with that, depending on
the kind of thing they do. That could be a very considerable multi-
ple of capital, and in that case there would surely be an added
demand on capital.

The CHAIRMAN. My time is up. Senator Heinz.

Senator Heinz. Thank you, Mr. Chairman. First, I would like
unanimous consent that my opening statement appear.

The CHAIRMAN. Without objection, so ordered.

[Statement of Senator Heinz follows as though read:]

OPENING STATEMENT OF SENATOR HEINZ

Senator Heinz. Mr. Chairman, even though I personally believe
that we have fully examined all the issues associated with this bill,
I am willing to spend additional time in the hope that it will
expedite bringing the export trading company bill to the floor. 1
believe that we must decide now whether we are going to have a
national export policy that is more than simply rhetoric. The ad-
ministration and the Congress agree that increasing this Nation’s
exports ought to be a top priority. The enthusiastic support which
the administration has provided for the export trading company
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legislation is a good indicator, I think, that the executive branch
agrees that something tangible and positive is going to have to be
done to reverse the dismal trend toward the ever-widening trade
deficit that wz have seen during the past 3% years.

Let’s face it, little else is being done. This is the only game in
town. If we fail to pass this legislation this year, a significant
opportunity will have passed us by. The 96th Congress will have
adjourned with nothing—other than the revised Export Adminis-
tration Act—to show for its efforts to promote U.S. exports. Those
who oppose this legislation will have to go back to their constitu-
ents and explain why—in the face of a $100 billion cumulative
trade deficit over the past 3% years—they rejected the one piece of
legislation which might have made a dramatic difference.

Both our budget deficits and our trade deficits are increasing.
There is an obvious relationship. Increased exports lead to in-
creased employment, which, in turn, leads to increased inflows to
the Treasury and decreased outflows. I have cited the facts on
numerous occasions before, but it bears repeating. Increasing ex-
ports by $1 billion creates around 50,000 jobs, and removing 50,000
people from unemployment is worth $1 billion to the Treasury in
increased revenues and avoided transfer payments. This legislation
will increase our exports with minimal budget outlays. It is not a
subsidy or a welfare program. To the contrary, it is a program to
remove the restraints that we have put on our current exporting
community and on our potential exporting community. It will help
to create structures which foster exports and put Americans to
work by presenting opportunities for entrepreneurs and the
“Yankee Trading Spirit” to exploit. That is the essence of this
legislation.

Allowing the participation of the banking organizations in export
trading companies does involve some risk but the provisions of this
bill limits their financial exposure to such a degree that the risk is
quite minimal if not as close to nonexistent as can be obtained in
an uncertain world. At this point, isn’t it more important to ask,
what do we risk if we do not act to increase our exports? That risk
is known. Our trade deficit will continue to grow. If we assume
that we will continue with the same track record for 1980 as in the
first quarter of this year, we will have a $44 billion deficit. $14
billion more than last year. Things are going from bad to worse,
and something must be done. Our budget deficit is also growing as
I stated earlier. For the first 8 months of fiscal year 1980 the
budget deficit is $56 billion. For the same period last year, it was
$36 billion. That has not doubled as the trade deficit has, but it is
definitely a trend that must be stopped.

I understand that the Federal Reserve Board and the FDIC are
primarily concerned about allowing the banking organizations to
obtain control of the export trading companies, because this in-
creases their risk. The bill already contains many limitations de-
signed to minimize the risk to the banking organizations. One of
those is that prior approval must be obtained before they can
assume a controlling interest. Therefore, it seems to me that the
risks that the regulatory bodies see should be taken care of in the
conditions that they impose before approval is granted. Actually, I
think that there are some good arguments for the position that
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allowing a bank to gain control actually reduces the risk. It gives
them the legal ability to insure that the ETC is operating in a safe
and sound manner. In addition, it can actually work to reduce the
possibility of conflict by allowing a bank to form a company to
serve all its customers without being in partnership, a minority
partnership if control is disallowed, with some of their customers.

In evaluating the relative risks involved in an enterprise, we
should consider all the possibilities. In this case, we must weigh the
risk to the banks of their involvement against the benefits to our
economy which will be accrued by increased exports. The sponsors
of this legislation believe that ETC’s will significantly increase U.S.
exports—particularly those of small- and medium-sized business-
es—if they are adequately capitalized, and that at this point, the
most effective way for ETC’s to raise capital is to encourage banks
to get into the business. If the Senate takes actions that will
discourage the participation of banks in ETC’s, it will have signifi-
cantly decreased the probability that this legislation will be an
effective vehicle with which to obtain the goal of increased exports.

Mr. Chairman, as the committee has already reported the bill
out, I sincerely hope that at the conclusion of this hearing the bill
will be allowed to go to the Senate floor and let our colleagues
decide whether it is time to create an environment which will
encourage and be more conducive to exports. I am even hopeful
}t)hlal\t you will become a supporter and assist in the passage of the

ill.

Mr. Sprague, a few moments ago Senator Proxmire asked you
whether or not you opposed the bill in its present form and you
said, in its present form you oppose it. If it were changed along the
lines suggested, you would not. Is that correct?

Mr. SpraGUE. Basically, yes. Along the lines suggested—there
have been a number of suggestions, but the basic issue is control.

Se?nator Heinz. Now, has your Board voted to take such a posi-
tion?

Mr. SpraGUE. No.

Senator HEinz. What was the answer?

Mr. SprAGUE. No.

Senator Heinz. Your Board has not voted to oppose this bill; is
that correct?

Mr. SpraGUE. That is correct.

Senator HEINz. So, the opinion you express is strictly a personal
opinion at this point.

Mr. SpraGUE. No, sir; the opinion I expressed is clearly the
majority opinion of our Board. We have an unusual Board. We are
an independent agency——

Senator HeiNz. The Board has not voted. I do not know how you
can say it is an official action of the FDIC.

Mr. SPraGUE. Technically, that is correct, I am sure. But our
Board has one member whose point of view incorporates additional
considerations. That is the Comptroller of the Currency. He will
have testimony which I am certain is somewhat at variance.

So, in presenting this opinion, I do not present an opinion that
does not carry the majority support of the Board. I might state, so
there is no misunderstanding, that the other director of the Board,
Bill Isaac, strongly supports this position.
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Sﬁnator Hemnz. T am not so sure. I talked with Mr. Isaac last
night.

Mr. SpracuUe. He talked to me after his conversation with you
and said [laughter] he said you had a long conversation.

Senator HeINz. | am sure it was a long conversation.

The CHAIRMAN. If the Senator would yield, we could have an
additional hearing in a few weeks and have Mr. Isaac up here.

Senator HeiNz. My point, Mr. Chairman, is that it was clear in
my conversation with Mr. Isaac that even he, who is very well
versed in this and had a lot of discussion with you, finds this a
difficult issue. He has not heard necessarily all the arguments.

There is a difference between a chairman calling up members of
the Board and saying, do you agree with me or not, and a Board
actually being put to the test. I seek to do in my limited time is to
make it clear that the Board has not voted an opinion on this.

Mr. SpraGUE. Off the record I could assemble——

Senator Heinz. I would like to ask you another question.

Since the heart of the problem here, it is that the staff is against
taking any historic steps. That is what you said in your testimony,
as I understand it, or in your response to Mr. Proxmire, and that
there is a fear of the unknown, which is not unusual in human
behavior. 3

Indeed, we are looking to take some historic steps because histo-
ry is not on our side to date. The Japanese and others seem to be
rewriting history. As they go ahead, to their advantage, we sit on
the sidelines and are dealt out.

The fact that we may be taking an historical step could be
viewed by an awful lot of people as a very good thing. We have a
trade deficit, at least up until the President made his midyear
review last week, that is bigger than our budget deficit.

Now, the budget deficit seems to be going beyond our trade
deficit but you never know in this day and age. Let me ask Mr.
Wallich: You indicated that you were concerned about what might
be called loan bias, if a bank had control.

RISK OF LOAN BIAS

There were two issues you identified sectionally. This issue of
control and risk. And you said, as I understood your testimony,
that it could be guarded against but not eliminated—the risk of
loan bias—and the following thoughts occur to me.

First of all: Your statement is ac~urate. Second: That the amount
of risk that can be guarded against would be under our legislation,
subject to your control to a very large extent. For example, any
bank seeking control has to do so under guidelines approved by our
bank regulators.

Third: It occurs to me that notwithstanding the almost limitless
authority that banks had to get involved in REIT, an experience
far beyond what we would seek to allow in this instance, that you
did a very good job.

It wasn't easy, but the bank regulators as a whole did a very
good job in saving some of the banks from their own enthusiasm
and perhaps lack of wisdom. And the world did not come to an end.
We are all here. Some banks had some narrow escapes.
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Finally, I am interested in the fact that right now there is
already precedent for banks to have a controlling interest in orga-
nizations that have nothing to do with banking which, Mr. Spra-
gue, your staff should be aware of—they probably are—the historic
step may already have been taken, at least as I read the Small
Business Investment Corporation Act where a bank may, under the
1976 amendments, own virtually all of a SBIC.

So my question, Governor Wallich, is this: Sure, there is always a
risk in doing something that we have not done-before. There is an
attitude, I know, pervasive in the country that we want a risk-free
society. When we achieve that, we probably will have a reward-free
society as well. Is the level of risk that you are worried about
really something that in the scheme of things is so large that it
should prevent us from obtaining some of these necessary benefits,
at least as you see it?

Is the risk really a major kind of risk as measured against some
of the other kind of risks we have survived?

Mr. WaLLicH. I think the risks are real. I don’t mean to impugn
the good faith of bankers. I am sure that they mean to play by the
rules. At the same time, they are human and their judgment can
be diverted in the direction favoring their banks.

Likewise concerning the exposure on the commitments of a trad-
ing company, one normally would expect banks to manage their
affairs well, but there is always some fraction where perhaps that
assurance is not so great. One needs only a very few incidents in
order to produce a possibly very bad situation.

Now, pitted against that is the question: How urgently needed
are these control powers in banks? I hope I am not being interpret-
ed as downgrading the importance of exports.

They are extraordinarily urgent for our economy. Likewise, I
think trading companies are an excellent vehicle, although I am
puzzled why the market has not so far tended to produce them in
our country where they have come about in other countries.

Senator Heinz. That is addressed in the other titles of the bill as
well as this particular title.

Mr. WarLicH. Weighing the gains that could come from bank
control and in view of the very large precedent that we move into
here, I come to the conclusion that we should back away from this.

Now, I could visualize, as Chairman Volcker wrote to Senator
Stevenson, there could be very special cases in which this general
principle of separation of banking and commerce could be looked at
carefully, but certainly only without bending the general rule of
separation.

Likewise, in testimony not long ago I said we probably ought to
rethink the whole problem of a separation of banking and com-
merce, but I would not pitch it on a relatively limited issue such as
whether a bank can own 20 percent or not of an export trading
company.

Senator Heinz. I think it is a limited issue. I think it is a good
issue. I think a very good way to approach the issue is case by case.

And we are doing it in two ways, really. I realize that my time
has expired, but might I have an additional mmute"

The CHAIRMAN. Is there objection?

Senator SteveENsoN. No.
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Senator Heinz. First: Legislation provides that with all the safe-
guards—and as we know there are a lot of safeguards—there may
not be as many as either of you want, but there are a lot—the
safeguards in the legislation is one case.

Second: In the case of controlling interest, there is case-by-case
approval given to you, which is about as careful an approach as
anybody would ever want.

My thought would be that if you ever want to have any experi-
ence going beyond the conventional wisdom that banks should be
narrowly restricted and should never stray across this magic line
we have drawn, one of the things you can do is get a little experi-
ence before you have to make a momentous decision.

If this is a momentous decision, it is a smaller one rather a the
larger one. I do not know whether you may have misunderstood
my question. I had attempted to try to get you to characterize the
amount of risk that is involved here.

Your argument really evolves around the question of risk. Super-
visory burden, granted. But that is something that is a somewhat
different issue. I may have misheard you but I did not hear you
characterize whether you thought the risks were great or small or
how you would put them in proportion to the kind of risks to which
we have already seen an exposure taken, which have generated
varying degrees of results.

Mr. WaLLicH. The potential for incurring risk is very large. That
is to say, even after the legislative safeguards and the case-by-case
regulatory approvals, a bank controlling a trading company could
get itself into deep trouble by accepting ownership of assets that
could fluctuate in value and could compel the bank to bail out the
trading company at a loss to itself.

I am not saying this will happen very often. A well-managed
bank, even if it has the opportunity, is not going to do that.
Nevertheless, our legislation always seeks to protect the bank
against that kind of error, and here the door is open.

Senator Heinz. I understand what you said. I am trying to put
the risk into larger context, suppose a bank does get overexposed,
does something wrong, is stupid, how large a risk is that to society?

It seems to me that we have been through a far larger risk with
REIT’s and potentially SBIC’s than we might have here.

I am trying to get you to characterize the risk in that frame-
work, not as to an individual bank, but the risk to our banking
system and our economy. It seems to me it is that scale and frame
of reference that is important here.

1 know I have taken too much time. I apologize to my colleagues.

The CHAIRMAN. Senator Stevenson.

Senator STEVENSON. Thank you, Mr. Chairman.

Governor Wallich, a moment ago you puzzled aloud over why the
market has not produced trading companies here as it has in other
nations. Senator Heinz and I began puzzling that same question
several years ago when we began our studies on the competitive-
ness of the United States, including our efforts of some years
duration now on export policy in this committee.
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REPEAL CERTAIN REGULATORY IMPEDIMENTS

It was that puzzlement which produced this legisation. We identi-
fied, we believe, the reasons, and they reside in the antitrust laws
and the banking laws of the United States. Therefore, we intro-
duced legislation to do nothing, really, except to repeal certain
regulatory impediments to the creation of trading companies by
the American marketplace.

That is all that will really be done by this deregulation bill. But
that deregulation does break with tradition.

I have great respect for you. You are a thoughtful and wise man.
I was much impressed by something you said on June 25, before
the Committee on Government Operations of the House. You said:

I believe that a country that has lost two-thirds of its productivity growth like
ours for a period of 15 years probably needs to rethink whether it can continue to
afford the undoubted blessings of its separation of banking and commerce. It has to
do with productivity and with growth.

Now, I am coming to a question, Mr. Chairman, but to put all
this into a little bit more balance I would like to read from the
testimony of the public official with responsibility for supervision
of some 5,000 American banks and the majority of bank assets in
the United States. He takes a global view. I regret he could not be
here this morning but I gather Mr. Heimann is abroad.

I trust his testimony has been entered in the record. If not, I
would offer it for the record.

The CHairMAN. It has been placed in the record (see p. 273).

Senator STEVENsON. He says:

U.S. banking organizations should play a significant role in the development of
export trading companies. They can contribute significantly to U.S. export capabili-
ties in several ways. Banks have extensive national and international networks
comprised of branches, subsidiaries, affiliates, representative offices, correspondent
relationships. These networks not only can provide essential marketing and other
services abroad, but more importantly, these networks extend thorughout the U.S.
touching virtually all small- and medium-sized firms.

Second, U.S. banks can provide through that network a wide range of export-
related financing as well as ancillary services such as assistance and guidance and
identification in foreign market exchange trade documents, transportation, and
warehousing.

Third, banks can provide export trading companies the financing necessary for
export transactions.

Major banks involved in export trading companies provide a general single source
service for exporters abroad. U.S. banks, however, are not authorized under existing
laws to offer the complete range of services essential to attract small-and medium-
sized U.S. firms into exporting their goods and services.

I might add the Commerce Department estimates there are some
20,000 potential exporters, small-, medium-sized firms in the
United States.

Traditionally the export promotion efforts of U.S. banking organizations have
been adjunct to overall commercial lending because their operations have been
legally confined to those activities considered to be closely related to the business of
banking. U.S. banking organizations have the systems, skills, and experience neces-
sary to provide one-stop export services to U.S. firms, but need broader authority to

0 so.

S. 2718 would provide that authority, . . . U.S. bank investment in trading com-
panies would facilitate achievement of the underlying purposes of the proposed
legislation. With equity participation in ETC's banks could readily package essential
one-stop exporting services which would greatly reduce the expertise, overhead, and
experience required of individual firms seeking to sell abroad.



73

There are other reasons why S. 2718 properly permits U.S. banks to invest in
ETC'’s. First, the investment authority contained in S. 2718 would increase the
number of possible investors and available capital to form trading companies.

Second, banks with their international offices, experience, trade finance, and
familiarity with domestic U.S. producers are likely sources of leadership forming
trading companies. They possess many of the skills important to trading company
organization and management.

Third, their investment in trading companies would provide banking organiza-
tions with an incentive to create the long-term organizational framework necessary
to accommodate export promotion as a mainstream function.

Finally, by permitting U.S. banking organizations to hold equity investments in
trading companies, S. 2718 would rationalize the present system of authorities. U.S.
banks are presently permitted to be involved in foreign trading companies which
can buy and sell goods and services abroad. Foreign banks operating in the United
States may own a foreign trading company which can export goods to the United
States. . . . We support the provisions of S. 2718 which provide for U.S. banking
organizations to own a controlling interest in Etcs. This office generally prefers
banks to have equity and management control over their affiliate relationships
rather than have that capital exposed to decisions by majority nonbank partners.

This is exactly what happened in the REIT situation as he points
out.

He says: “The unfavorable bank experiences during the early
1970’s with less than a controlling participation in REIT’s.”” He also
says: ‘“Foreign banks and finance companies led U.S. banks to
adopt strategies which generally avoid noncontrolling positions in
affiliates.” They don’t want to be left to the mercy of nonbanking
interests, interests that they can’t control.

SAFEGUARDS

I am skipping now. But I do want to mention his comments
about the safeguards that we have put in this bill to protect and
preserve traditional separation and protect the condition of the
banks without killing trading companies:

The proposed legislation contains several necessary supervisory safeguards re-
garding U.S. bank involvement in trading companies. It addresses entry and aggre-
gate investment limitations.

U.S. banks can't invest more than $10 million or acquire a controlling interest in
a trading company without prior agency approval. A U.S. bank would not be
permitted to invest more than 5 percent of its capital and surplus in the stock of
one or more trading companies. The aggregate amount of loans and investments a
U.S. bank could make in a trading company would be limited to 10 percent of the
bank’s capital fund and no group of banks could acquire more than 50 percent of a
trading company without prior agency approval, even if no one bank acquired a
controlling interest or invested $10 million or more. The legislation would also
establish other restrictions on banking organization investors in trading companies.
The name of the trading company could not be similar in any respect to that of the
banking organization investor. If a trading company takes speculative positions in
commodities, all banking organization investors would be required to terminate
their ownership interest.

A banking organization would be prohibited from making preferential loans to a
trading company in which it has any interest or any customers of such a trading
company. These limitations and restrictions have been structured to provide mini-
mal financial exposure by banking organizations and trading companies and to
prevent conflict of interest.

Most importantly, the bill provides substantial regulatory flexibility in the Feder-
al financial supervisory agency to control investments by banking organizations and
trading companies. If an agency determines that the anticipated export benefits of
an investment are outweighed by adverse banking factors, the agency may disap-
prove an investment. Controlling investments in trading companies by banking
organizations can otherwise be limited by conditions imposed by the agency that
limit a banking organization’s financial exposure or prevent possible conflict of
interest or unsound banking practices.
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By standards set by the agency regarding the taking of title to goods and inven-
tory by the trading company subsidiary to ensure against unsafe or unsound prac-
tices that could adversely affect the controlling banking organization, et cetera.

We couldn't feel, therefore, that additional statutory restrictions such as the
specific limit on maximum interest a bankjn% organization may have in the trading
comngy or a minimum capital ratio of a bank-owned trading company need be
enacted.

Well, it goes on:

We fully support the objectives, the restrictions of the bill. The revisions on bank
investment should adequately protect depositors. Limited opening of this area of
activity in the banks create a unique U.S. export trading company system to allow
more U.S. producers to benefit from existing international marketing networks and
trade financing expertise.

Now, my question. [Laughter.]

Senator Hemnz. I will not object if you want a couple more
minutes. [Laughter.]

Senator STEVENSON. I have 1 minute for my question. No?
[Laughter.]

The CHAIRMAN. Go ahead. That was an interesting line of ques-
tioning so far. [Laughter.]

Senator STEVENSON. I thought it was pretty good. In fact, I
answered all the questions. [Laughter.]

Thanks to Mr. Heimann. The concerns have been expressed here
that these trading companies might get into nontrading activities.
Our purpose is trade. That includes barter. It includes imports. It
may include three and four country transactions, but its purpose is
not manufacturing. Speculation in securities or underwriting secu-
rities or other such activities keep getting thrown up. If there is
any doubt about that, I would be happy to support an amendment
that would eliminate that doubt and make it crystal clear to what-
ever extent it is not clear now, that these trading companies have
to be organized and operated for trading company purposes and no
bank will be able to participate to any extent in trading companies
which get involved in manufacturing, underwriting securities or
any of these other activities which have been thrown up.

If we were to put together an amendment that eliminated that
concern, would your attitude as far as this bill be changed?

Governor WaLLicH. | would say it was an improvement, but
there are so many other ways in which a bank can get itself into
unanticipated trouble which do not contemplate securities oper-
ations. There are so many risks in trading that I do not think it
wovilld make a fundamental change. The fundamental point is con-
trol.

Senator STEVENSON. Mr. Sprague?

Mr. SPRAGUE. Well, as the bill proceeds, I hope you will go ahead
with that kind of amendment. We would be pleased to work with
your staff on drafting it. Unless it is coupled with a restriction on
control, we still would prefer the bill not be passed.

Senator STEVENSON. My time has expired. [ would just point out
if there is concern on the part of anyone, all they have to do is
deny the application and prevent the bank from making the invest-
ment—that is not a question.

The CrHaRMAN. I just have one more question, Mr. Wallich,
export trading company legislation would permit not only bank
holding companies to own trading companies, but also permit na-
tional and State banks to own them. It has been said that Congress
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is interfering in States’ rights by giving State-chartered banks
affirmative powers. Also that more than one regulatory agency
would be involved in interpreting these new provisions.

AMENDMENT WITH LIMITING POWERS

Would the Feds support an amendment limiting powers to own
trading companies to bank holding companies as a permissible
activity?

Mr. WaLLicH. It has the attraction of simplification, Mr. Chair-
man. There might be a question of whether it would exclude banks
that are not affiliated with bank holding companies. One might
find as a practical matter that such banks are unlikely to be
involved with an export trading company anyway.

Without speaking for the Board, 1 would say this is an attractive
suggestion.

The CHAIRMAN. Mr. Sprague?

Mr. SprRAGUE. Such an amendment would appear to bring in the
regional banks that you are looking for, I believe. I am not certain,
but I suspect that most of those banks are holding company affili-
ated. We have not studied such an amendment, but it has the
attraction of putting the supervision with the Federal Reserve,
which is now heavily involved with related types of activities. At
first blush, I would say we think that is attractive. I would like to
look at it.

Senator Hemnz. Mr. Chairman, could you repeat your proposed
amendment?

The CuaiRMAN. What it is is to confine the ownership of trading
companies to bank holding companies. And not banks. In other
words, you would not have individual banks—only the bank hold-
ing company. Only as a permissible activity. We have a series of
permissible activities.

Senator Heinz. Thank you.

The CHairMAN. That is all. Senator Heinz?

Senator HeNz. I was wondering if Governor Wallich, in particu-
lar, but I do not wish to shut Mr. Sprague out, would care to
expand on his previous answer to my question, the question of the
extent to which the risks are really of any significance to our
banking system and to our economy and to our society.

Mr. WaLLicH. Well, Senator Heinz, the risks are of several kinds.
I believe the major one is the credit and investment risks that the
banks could get into here. A second risk is that bank credit might
be misallocated as a result of bias or preference that might be
generated in favor of an owned——

Senator HEiNz. Why is that a problem? You are talking about
individual bank risk. Not societal or overall risk, which is the
thrust of my question.

But on that point, since you brought it up, those kinds of bias
lending practices are prohibited in the legislation in the same way
that existing legislation, which bank regulators are already respon-
sible for enforcing, prohibits insider transactions.

Now, my understanding is that that has been effective. It has not
caught everybody, but we have been into some interesting cases in
this committee going back about 2 years ago involving Georgia
banks and others. I don’t see how this can be considered so risky.
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We have a prohibited activity and we already have experience in
enforcing such prohibitions.

Mr. WaLLicu. I think a prohibited activity is very unlikely to be
engaged in. We do have a certain amount of experience with arm’s-
length provisions in various areas.

As I said, arm’s-length provisions are easier to administer with
respect to terms. One can see through bank examination whether
they charged one bank 8 percent and the other bank 10 percent, or
the other customer 10 percent. But whether they rejected one and
accepted another on such grounds is much less easy to document
from examination and may be impossible to document as being
bias, because there is always a credit judgment in turning one
down and accepting the other, and it may have been on legitimate
credit grounds.

I would not put this in the forefront of the argument. The
forefront is opening up of very considerable risks.

Senator Heinz. To individual banks. But almost taking a worst-
case senario, the worst-case senario by the way is that our legisla-
tion is: A, passed; B, is successful in forming trading companies,
that people go out all over the world and trade, that we pay our oil
bills not by selling off our factories and banks, such as the Marine
Midland Bank to the Hong Kong-Shanghai Bank, which has 329
subsidiaries which engage in nonbanking activities, but that we
have trading companies out there taking risks and one or two of
them fail, and one or two banks fail, and the country is still tens of
billions of dollars a year better off.

Alx;:bs and others own less of the United States, own fewer of our
banks.

I mean, what is the nature of this terrible risk relative to the
others we impose on you?

Mr. WaLLicH. Well, if an export trading company can perform
all these miracles——

Senator Heinz. They are doing it for the Japanese.

Mr. WaLLicH. Then I would argue that they can probably accom-
plish these extraordinary feats even without bank control and with
the myriad of banks financing them, lending to them, advising
them, and performing other services.

Senator Heinz. Have you ever known a businessman who could
get along without a bank?

Mr. WaruicH. He would have his bank, but not an ownership
interest by the bank.

Senator Heinz. That's not the way they feel. [Laughter.]

Mr. WaLLicH. That may be the case.

Senator Heinz. Thank you, Mr. Chairman. I yield.

The CHAIRMAN. Senator Stevenson?

Senator STEVENSON. I have no more questions.

The CHairRMAN. Thank you very much, gentlemen.

Mr. WaLLicH. Thank you.

The CHaiRMAN. Our next witnesses are Douglas Stucky and
Robert McCormick.

Is Mr. Ben Bailey here? Why don’t you come forward too. Sena-
tor Stevenson would like you to join this panel.
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STATEMENTS OF DOUGLAS R. STUCKY, FIRST VICE PRESI-
DENT, FIRST WISCONSIN NATIONAL BANK, MILWAUKEE, WIS,
ON BEHALF OF THE AMERICAN BANKERS ASSOCIATION, AC-
COMPANIED BY ANDREW J. VALENTINE, ASSISTANT GENER-
AL COUNSEL FOR THE NORTHERN TRUST CO., OF CHICAGO;
ROBERT L. McCORMICK, PRESIDENT, STILLWATER NATIONAL
BANK, STILLWATER, OKLA., ON BEHALF OF THE INDEPEND-
ENT BANKERS ASSOCIATION; AND BEN BAILEY. VICE PRESI-
DENT, AMERITRUST CO., CLEVELAND, OHIO, ON BEHALF OF
THE BANKERS ASSOCIATION FOR FOREIGN TRADE, ACCOM-
PANIED BY GARY WELSH, ASSOCIATION COUNSEL

The CrAIRMAN. Before we begin we have two principal witnesses
here. Let’'s go across the table and get everybody identified so
maybe we will have questions for all five of you,

Mr. McCormMick. I am Robert L. McCormick, vice president of
the Independent Bankers Association. I have with me Mr. Peter-
son, general counsel with our western office.

Mr. Stucky. Doug Stucky with the First Wisconsin National
Bank of Milwaukee, representing the American Bankers Associ-
ation.

The CHAIRMAN. Mr. Stucky, we are honored to have you present.
You are one of my bosses in Wisconsin. You are first vice of a
remarkably fine bank. We are very proud. Go ahead.

Mr. Stucky. Thank you. Mr. Chairman and members of the
committee, I am Doug Stucky, speaking on behalf of the American
Bankers Association. As you well know, the ABA is a trade associ-
ation with membership comprising over 90 percent of the Nation’s
14,500 full-service commercial banks. Mr. Chairman, I would like to
request a copy of the ABA’s detailed statement be placed in the
record.

The CrairmMaN. Without objection it will be done.

Mr. Stucky. In the interest of conserving time I would like to
present an abbreviated summary of the position.

The CHAIRMAN. We appreciate that. How long is your statement?

Mr. Stucky. Seven or eight minutes.

I would like to present an abbreviated summary of the ABA
position and recommendations vis-a-vis crucial issues related to S.
2718. Hopefully the summary will allow more time for the ques-
tions and issues which this committee would like to address infor-
mally. Over the years the American Bankers Association has sup-
ported numerous programs to expand U.S. exports as part of a
larger and essential effort to reduce the Nation's balance-of-trade
deficits. The banking industry believes the growth of U.S. exports
must warrant the highest priority. Especially in today’s increasing-
ly competitive international environment. With the 1979 trade defi-
cit of nearly $25 billion and an even greater one projected for 1980,
the need for a much stronger export performance was never great-
er.

UNITED STATES TRAILS MAJOR INDUSTRIALIZED COUNTRIES

According to 1978 figures from the U.S. Department of Com-
merce, the United States trails all major industrialized countries
when exports are expressed in percent of gross national product.
The U.S. share of 6.7 percent compares very unfavorably with

§5-942 0 - 80 - 5
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Germany at 26 percent, France at 16 percent, South Korea at 27
percent, Italy 44 percent. This is even without looking at the per-
formance of Japan.

According to U.S. Government statistics about 250 firms account
for 80 percent of U.S. exports. This means nearly 25,000 other
firms account for only about 20 percent of U.S. exports.

One other noteworthy statistic is cited. The Commerce Depart-
ment estimates that nearly 20,000 other firms, mostly small- or
medium-sized enterprises have products that are exportable. Such
firms have chosen not to become involved with exporting for sever-
al reasons. They are unable to assess or locate overseas markets for
their products. They don’t have the financial resources to create an
independent export department. The complex documentation and
regulations to be overcome in consummating an export sale dis-
courage new exporters from seeking underlying business. Prior
experience may have been unpleasant or resulted in commercial
losses for various reasons: Qualified international personnel are
hard to find. Commercial banks for various reasons have been
unable to fill the domestic and international credit requirements of
smaller firms.

In our opinion, a properly organized and staffed ETC offers a
small- and medium-sized exporter the opportunity to overcome
many of the referenced problems. While overcoming such problems
the ETC also provides a solution at an affordable price reflecting
the economy of scale achieved by the larger ETC organization.

Finally the ETC as the international arm or representative of
the smaller firm can, in effect, often convert an export order into a
domestic sale for cash. The ABA feels the following major elements
in S. 2718 are essential to the future success of export trading
companies. One area is that of antitrust exemption.

The legislation must provide for prior clearance of activities so
ETC’s can serve a large number of firms whose products on occa-
sion may directly compete with one another. The legislation should
bestow DISC benefits to ETC’s, float banking and nonbanking
alike, to provide incentives to them to remain in or increase efforts
in exporting.

Banks should be permitted on a specific approval basis to have
the right to hold controlling investments in ETC’s.

COMPETITIVE EQUALITY

Finally, competitive equality. It’s imperative that banking orga-
nizations compete equitably with other financial service or inter-
mediary organizations. Any restrictions or prohibitions in S. 2718
for bank-related ETC’s should be applied equally to all other finan-
cial intermediaries to prevent competitive disadvantage.

These elements are more fully addressed in our complete state-
ment.

In summary, Mr. Chairman, by no means do we see the enact-
ment of S. 2718 as a panacea for our export deficiencies but the
ABA does feel that this legislation is a much-needed step in the
right direction. It’s in this spirit that the American Bankers Associ-
ation strongly support S. 2718 as reported by this committee last
May. However, Mr. Chairman, we are fully aware of the concerns
raised by you, the Board of Governors, and the Federal Reserve
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System and others as they relate to these matters. Should this
committee or the Senate in its wisdom seek to restrict bank partici-
pation in export trading companies, the American Bankers Associ-
ation would not oppose such efforts in order that this vital legisla-
tion move expeditiously through both houses of Congress.

Because the U.S. banking system reaches virtually every U.S.
business including specially small- and medium-sized businesses we
must not lose sight of what we are trying to accomplish with this
legislation. That is to improve our Nation’s export performance by
the establishment of export trading companies.

We thank the committee for the opportunity to appear today and
will be pleased to answer any questions you may have..

[Complete statement follows:]
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TESTIMONY OF
DOUGLAS R. STUCKY
ON BEHALF OF THE
AMERICAN BANKERS ASSOCIATION

Mr. Chairman, and Members of the Committee, I am Douglas R. Stucky,
First Vice President of the First Wisconsin National Bank of Milwaukee and
a member of the American Bankers Association's International Banking Division's
Executive Committee. In addition, I served as Chaimman of the Task Force as-
signed to study the Export Trading Company Act of 1980. With me today is
Andrew J. Valentine, Assistant General Counsel for the Northern Trust Com-
pany of Chicago. The American Bankers Association is a trade association
with a membership comprising over 90% of the nation's 14,500 full service
banks.

Gentlemen, it has often been said that the '"art of the possible" is
determined by the will of a country's political leaders. Never has there
been a time when the need for the United states to export its high quality
goods and services than today. Yet what is today's story when you look at
the percent of GNP represented by exports of the United States versus other
industrialized countries of the world. The following statistics are cited
to emphasize the relative performance of the U.S. by measuring exports as

a percent of G\P:

*Country Percentage
Japan 97%
West - Germany 26%
France 16.7%
South Korea 26.8%
Taiwan 44,1%
Italy 44,6%
U.s. 6.7%

*Source: Office of Trade Statistics, U.S. Department of Commerce
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While the relative trends and commitments to exporting by J.S. firms has
been improving in the last few years, it is not sufficiently favorable to correct
the nation's persistent trade and payments deficit. The ABA is pleased to be
invited to testify on S. 2718 to strongly enforce the absolute need for the
Congress to show the political will to stimulate the export performance of
our nation. .

The ABA testimony will attempt to address the following issues:

(1) Do small and medium-sized firms actively participate in
the U.S. exporting effort? Why or why not?

(2) What are the essential elements (i.e., antitrust, tax,
financing, etc.) that must be included in S. 27187

(3) why it is prudent and necessary for banking organizations
to have the right to have equity positions (possibly up to
100%) or control of export trading companies (ETC's..

(4) Competitive equality for firms, both commercial and
financial intermediaries, and banking organizations,
that elect to form export trading companies.

The Participation of Smaller Firms in Exporting

It is estimated that of the 250,000 business organizations in the
United States only about 25,000 directly engage in the sale of their goods
and services in overseas markets. Of the 25,000 organizations that export
it is further reported that 250 firms account for 30% of U.S. exports. This
would certainly seem to support the conclusion that major corporations tend
to dominate or account for the nation's present export performance, and, corre-
spondingly that most other firms -- regardless of size -- are =ither not com-
mitted to or do not have the expertise to actively participate or seek sales
in overseas markets. The non-exporting firms to which [ allude are indeed
the smaller and medium-sized firms of the United States. The Department of
Commerce realistically estimates that at least 20,000 U.S. firms could become

exporters -- primarily those of the sconomic size just mentioned.
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Why don't or aren't small and medium-sized firms involved in exporting?
The following reasons are cited:

(1) In spite of good efforts and programs by the Department of
Commerce, most firms still don't know how to find or assess
the size of overseas markets for their products.

(2) They do not have the financial resources or flexibility to
staff up for an independent, internal group to seek export
business. Or, alternatively, they may choose to allocate
their resources to the domestic market where lesser risks
are perceived or a better return on available capital can
be obtained.

(3) The documentation required for export sales, the labyrinth
of U.S. and foreign regulations that must be contended or

complied with, the longer cash flow cycle related to the

conclusion of most export orders, and other concerns, are
impediments for a businessman trying to decide whether his
firm should actively, on an on-going basis, seek sales in
offshore markets.

(4) Limited -- but prior -- experience with an export order
has been unpleasant or resulted in a potential or real
business loss -- possibly because the firm did not seek
or could not obtain good advice on how to control or
minimize the various risks involved in an export sale.

(5) Qualified personnel often cannot be obtained to establish
a full-fledged export department within the existing wage
and salary policies of a corporation.

(6) Commercial banks, for various reasons, are not able or
prepared to provide facilities to support all the credit
needs that a corporation has for both domestic and export

sales.



83

No doubt you could cite other valid reasons besides those just mentioned.
In our opinion, a properly organized and staffed EIC offers the smaller
exporter the opportunity to overcome the above problems, but yet allows
it to gain the "economy of scale" benefits of a larger organization (the
ETC) at an affordable price, while transferring or minimizing most of

" the risks to an export order to an EIC who is experienced and prepared to
assume the related political and commercial risks of an overseas sale. in
effect, the ETC has the ability to convert an export order to the equivalent

of a domestic sale for the smaller firm.

Essential Elements for Incorporation into S. 2718

The preamble of S. 2718 effectively highlights the needs and reasons
why U.S. firms, both financial and non-financial, should be allowed and
openly encouraged to form ETC's. The ABA strongly supports the needs and
commerical justification for forming trading companies. In our ospinion,
the following areas of th proposed legislation are critical to the improved
export performance of our nation and to the success of ETC's which are formed:

(1) Antityust Exemption

It is realistic to assume that successful ETC's will and

must deal with numercus smaller firms that have products which
in most cases will be complementary but in isolated cases may
be competitive. This competitive aspect should not be magni-
fied out of proportion, because there are natural factors in
the marketplace, that limit the practical reality of an EIC
being able to control or monopolize the smaller firm. Most
foreign buyers make the actual purchase decision and will not
delegate such this role to a little-known ETC. Additionally,
the ETC sales respresentative does not understand the techni-

cal qualities of a product as well as the user. Finally, one
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must not overlook the very real fact that most products --
especially capital goods -- are produced by multiple manufact-
urers in both the U.S. and foreign countries. This virtually
assures that the competitive, global marketplace will provide
an effective counterbalance to the limited, but logical anti-
trust exemption that an ETC requries to properly represent
sizable mumbers of smaller firms, some of which may, on
occasion, be competing for the same foreign order. We feel
that the bill, as proposed, has adequate controls to punish
any firms which might intentionally violate the spirit of

the antitrust provisions of the bill.

DISC Treatment or Benefits for ETC's

We beleive that existing DISC corporations have been a positive
factor in the improving trade position of the United States in

spite of the fact that a major portion of the tax-deferred bene-
fits have subsequently been removed from the Tax Code. While it

is indeed difficult to document specific examples -- in writing

-- a good number of our member banks have informally shared comments

made to them by smaller exporters that DISC treatment was instru-
mental in their entering the market for overseas business, or
caused them to make a broader commitment to the export market.
Smaller business would recognize that the provision cf DISC bene-
fits to an EIC are a tangible and meaningful statemert from the
federal government that the participation of smaller fimms is

to be encouraged as a matter of national priority. DISC treat-
ment has the additional benefit of temporarily broadening the
equity position of smaller firms thus possibly enabling them

to obtain enhanced credit facilities from the banking commmity.

DISC benefits probably represent the most obvious and direct
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evidence to the smaller businessmanof the profits that can be
earned by exporting one's products. We believe that the aggre-
gate revenue loses that the government would foregc by bestow-

ing DISC benefits to ETC's is modest in relationship to the
""export attitude" that would be created in the minds of the
business community. We are convinced that the ultimate result

of DISC benefits for ETC's will, over the long-term, be improved
trade results, greater tax revenue, and greater overall employ-
ment for our nation. For these reasons we are extremely supportive

of the DISC language in S. 2718.

Bank Equtiy Participation

Mr, Chairman, the ABA is aware of the concerns you, this Committee, the
federal banking agencies, and other parties have expressed on the issue
of controlling interests by a commercial bank in an ETC. Qur member banks
are just as concerned as this Committee to avoid the problems that some
banks have encountered in their REIT ventures, foreign exchange dealings,
and other similar experiences in the areas of banking. We also want the
legislation to provide reasonable controls or safeguards that would prevent
the occurrence of similar difficulties in the activities of bank-controlled
export trading companies.
Initially, we wish to declare our position that the American Bankers Associa-
tion strongly supports the position of the Tight to banks having controlling
interests in Export Trading Companies. We intend to look at this position
from the following viewpoints:

(a) The implied responsibilities of non-controlled investments

by banks.
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(b}  Safeguards, through statutory language, that would clearly
spell out those activities in which ETC's with controlling
bank ownership would be excluded from conducting or arrang-
Mi:ng_hrough f‘_“fh, firms.
(¢) Structural forms in which bank-controlled ETC's might operate.
(d) The analysis of risks inherent to ETC's and whether such
risks need unfavorably impact on a bank or bank holding
company .
It is our conviction that the legislation should recognize thar while the
ETC concept is well-known around the world but totally new to the United
States. Thus, final language should provide for flexibility to allow for the
concept to develop in this country in line with actual experience of EIC's,
the evolving role ETC's will logically play in a changing world of the
future, and provide for administrative freedom to modify permitted activities
and roles for an ETC without having to pass amendatory language each time a

change is agreed upon by the requisite federal authorities.

Non-Controlled Investment by Banks

Many commercial banks regardless of size or location, have had unfavorable
experiences with investments in banking affiliates wherein they have had a
minority and non-controlling equity position. This results from the fact
that a bank is often -- in such situations -- not in a position to preclude
such activities that it considers unsound simply because it does not have
either voting or management control of an affiliate. No matter what public
declarations are made the parent bank is unable to avoid the implied respon-
sibilities that go with any investment made by a bank in a non-controlled
affiliate. Thus, the rationale is adopted that if implied financial responsi-
bility attaches to a bank -- reagardless of ownership position -- then bank
management will undoubtedly decide to invest in fimms where it has equal

responsibility and ownership positions.
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Not all commercial banks will want controlling ownership rights in an ETC
firmm for reasons of policy or philosophy best known to them -- but this
should not preclude other banks from being allowed controlling positions in
such enterprises. We believe that controlling positions are best processed
on a specific application approval basis by the appropriate Federal banking

agencies. This is in line with the present language and controls of S. 2718.

Statutory Safeguards

A review of S. 2718 might indicate that the language may be too general or
liberal in a couple of specific areas. Mr. Chaimman, it is not the intent
-- as assessed from the ABA Trading Company Task Force or discussions held
at a very recent Government Relations Council meeting -- of bank-related
ETC's to use such enterprises to become securities dealers or underwriters
nor to become commodity traders. Thus, if this Committee feels that certain
activities or functions of ETC's should be specifically probihited in the
legislation, we would not, oppose such modifications. Of course, we would
be prepared to help you review or evaluate a list of specific exclusions
which are deemed appropriate.

Some discussion has also evolved arourd the meaning of the term "principally
engaged" as it relates to ETC's. We would hope that any attempt at defining
such term would include langudge that would allow an ETC to be involved in
the exportation or importation of products, or for that matter, permit an
EIC to be formed to carry out project-type activities for a limited period
of time. While the emphasis on exporting activities must predominate, it

is realistic to recognize that an ETC can fill a useful. tole by also
handling the importing needs of an existing client as well. From the ETC
management viewpoint, it allows them to better rationalize its staff, its

fixed assets, and its distribution network, if allowed to serve both the
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exporting and importing needs of a client. No doubt such additiocnal activ-
ities -- without undue risk -- could also enhance the operating profits and
financial substance of an ETIC.

From a client standpoint it is advantageous to (a) have '‘one-stop’ shopping
for both export and import activities, and, (b) the cost benefits of scale
purchases by an ETC,.and, (c) relief from credit facilities of a client at
his local bank, and, (d) assured compliance with trading regulations and

documentation for both buyer and seller.

Structure of Export Trading Companies

ETC's will be formed in many different ways to capitalize on the ingenuity

of different management philosophies of both financial and non-financial
corporations. This is sound and appropriate because it allows changing
trading customs and patterns to be accommodated by capable marketers in the
global environment. The final language of S. 2718 should attempt to capture
this needed flexibility so as not to inhibit the growth-and success of the
broad ETC concept as employed by U.S.-based firms.

Some banks, with large international branch networks and/or trade services
arms, will wish to have wholly-owned ETC subsidiaries to best serve the needs
of their existing or potential export clients. This form could result in
better risk minimization and more efficient banking systems or forms for

both the ETC and the client.

In a different part of the ETC spectrum, other banks -- probably the regionals
-- may wish to enter into joint venture ETC's with other banks or with certain
customers of the bank. The idea of including an existing customer in a joint
venture would be to tap the superior marketing or technical skills of a fimm

that is already highly sophisticated in handling international business. Let
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it be said that it may be advantageous -- in joint venture or consortium arrange-
ment -- to have both U.S. or foreign partners that can contribute their own
special skills and contacts to an ETC. The foreign partners could and should
be both banking and/or non-banking partners.

Similarly, it is not unrealistic to assume that private companies, such as
grain dealers, could be very successful ETC's. They probably have excellent
contacts with foreign government officials who make sizable purchase commit-
ments on behalf of their nation. Consumable goods would logically and conven-
iently be best sold through such ETC related firms. Finally, capital goods
manufacturers, who have existing dealer networks spanning the globe in many
countries, could very logically form an ETC that would purchase and sell acces-
sory or complementary products used by local buyers of the basic capital goods
produced by such multinational firms. Such multinational firms could choose

to form an EIC as a wholly-owned subsidiary, or, a joint venture with

U.S. and/or foreign partners.

It is clear to us that the importance of the early passage of ETC legislation
is more important than the fact that it describes the approved organization
structure that an ETC might have. The longer it takes to pass S. 2718 the
greater time it allows traders in other countries to lock up new markets or

better marketshare in existing territories. The job of exporting is now not

later.

Risks Inherent to EIC's

Prior testimony before Senator Stevenson's Subcommittee on ETC's has adequate-
ly addressed most of the risks, or such issues may be addressed by other wit-

nesses appearing today. We have thus purposely chosen not to duplicate such

efforts.
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In summary, Mr. Chairman, by no means do we see the enactment of S. 2718
as a panacea for our export deficiencies, but the ABA does feel that this legis-
lation is a much needed step in the right direction. It is in this spirit that
the American Bankers Association strongly supports S. 2718, as reported by this
Committee last May. Hcwever, Mr. Chairman, we fully recognize the concerns
raised by you, the Board of Govenors of the Federal Reserve System, and others
as they pertain to equity participation of banks in export trading companies.
Should this Committee or the Senate, in its wisdom, seek to restrict bank par-
ticipation in Export Trading Companies, the American Bankers Association would
support such efforts in order that this vital legislation may move expeditiously
through both Houses of Congress. Because the U.S. banking system reaches vir-

. t_ually every U.S. business, including especially small and medium-sized businesses,
we must not lose sight of what we are trying to accomplish with this legislation
and that is to improve our nations export performance by the establishment of

export trading companies.

We thank ﬁhe Committee for the opportunity to appear today and we would

be pleased to answer any questions you might have.

The CuarMAN. Thank you. Mr. McCormick.

Mr. McCorMick. I am Robert L. McCormick, second vice presi-
dent of the Independent Bankers Association of America (IBAA)
and president of the Stillwater National Bank & Trust Co., Still-
water, Okla. I appreciate this opportunity to present to this com-
mittee IBAA’s current observations on S. 2718, the Export Trading
Company Act of 1980.

I cannot say to you today that the association has ever formally
considered the specifics of S. 2718 or any of its predecessor versions
or legislative relatives. This is not because the association has been
unaware of such legislation, its content, or its impact. Rather, it is
because, due to the slight direct export involvement of our affili-
ates, it has been considered inappropriate to devote considerable
association resources to this subject. My undertaking today is
simply to analyze how the traditional philosophies of the IBAA
square with S. 2718.

First, we are strong supporters of improved American exports if
on no other grounds than that they benefit the general welfare of
the Nation. While most IBAA members, as previously noted, are
not immediately involved in international business, the association
does monitor its conditions because so many of our constitutents
finance agricultural production, the health of which is increasingly
dependent on strong overseas commodities vending. We have noted
with special pleasure that over the past 2 years exports have
increased 50 percent in value and 20 percent in volume, with
strong performances in both agricultural and manufactured goods
although we also realize that a substantial reason for this improve-
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ment is the depreciation of the value of the dollar in terms of
foreign exchange.

Difficulties often appear in reconciling one’s broad views when it
comes to adopting a position on specific statutory proposals. The
Export Trading Company Act of 1980 presents a classic example of
this for the IBAA. The bill would seem to be a definite plus for
foreign trade. On the other hand, the association has also been
philosophically opposed to trends which would erode the general
policy of the separation of depository banking activities from other
forms of commerce that has been imbedded in the legal system
since passage of the Banking Act of 1933. S. 2718 certainly moves
toward such erosion since it permits nearly any kind of a commer-
cial bank, bank holding company, Edge Act, or agreement corpora-
tion—defined there as ‘‘banking organizations”’—to acquire sub-
stantial equity positions in companies which are organized princi-
pally for the purpose of exporting goods or services produced in the
United States or facilitating their export.

BREACHING OF THE BANKING ACT OF 1933

The safety and soundness issue: IBAA believes that the breach-
ing of the Banking Act of 1933, will again lead the country into a
commercial banking system prone to unsound, imprudent, and ex-
cessively speculative investments, as was the case in the early
1930’s. We note that most of the variations on, or exceptions to, the
standards of the 1933 act, as amended, are limited.

The Bank Holding Company Act of 1956, as amended, reiterated
the basic notion of separating depository banking from other forms
of commerce. The records of passage of the 1966 amendments to
the Bank Holding Company Act clearly indicate that the Congress
wished to continue the division as a device for insuring the safety
and soundness of the depository banking system. The National
Legislature, however, did permit some flexibility; namely, that
bank holding companies can hold the shares of firms whose activi-
ties could be engaged in by commercial banks themselves, or whose
activities are of a financial, fiduciary, or insurance nature and are,
in the view of the Federal Reserve Board, so closely related to
depository banking as to be an appropriate incident thereto.

S. 2718 contains a number of restraints on the amount and type
of speculative risks to which banking organizations could expose
themselves. To a considerable degree, these protect the depository
banking system from drifting into areas of instability, such as
these banks encountered in real estate investment trusts. If the
Congress does decide to blur the line separating commerce and
depository banking regarding exports, it could be appropriate to
impose one further safety and soundness limit on export trading
companies (ETC’s) in which banks have substantial interests. This
would be a statutory guide for bank regulatory authorities of an
inventory-to-capital ratio, using the trading company’s capital as
the base, for those circumstances in which the trading company
takes title to goods in without having orders to resell them.

A second consideration in IBAA’s longstanding support for the
general approach of the Banking Act of 1933, as amended, and its
reiteration in the Bank Holding Company Act of 1956, as amended,
is that dividing the essentials of depository banking from other
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forms of commerce has prevented concentration of economic power
in ever fewer firms. It is a common apprehension that if commer-
cial banks could range into other commercial areas, their access to
funds through deposits would eventually allow them enough lever-
age to control a high percentage of enterprise in the United States.
This is especially true of the so-called megabanks. The association,
therefore, finds disturbing comparisons in the committee’s report
on S. 2718 between the success of European, Japanese, and Korean
trading companies and the inadequacies of the U.S. environment.
On that continent and in those countries, economic power is,
indeed, concentrated in the hands of a restricted number of consor-
tiums of merchant banks, depository banks, investment banks, and
trading companies.

Additionally, I would like to note that economic concentration
seems to us very much on the rise in the United States. Ironically,
it is moving forward under the guise of deregulation and increased
competitive ability, both of which have been claimed to be some of
the virtues of S. 2718. Deregulation has meant consolidation in the
securities business, with the advent of negotiated rates and merg-
ers in the airline industry.

Within months of passage of the Depository Institutions Deregu-
lation and Monetary Control Act of 1980, we can already see an
increase in acquisitions—sometimes by foreign sources—and merg-
ers in the depository industry, with the savings and loan sector
being particularly prominent. Special care seems warranted to
avoid a further drift toward economic concentration as the regula-
tory apparatus—which has been an effective substitute in highly
regulated areas for the general, domestic, and woefully inadequate
antitrust laws—is altered.

In short, while Europe, Japan, and Korea might have accom-
plished some very admirable achievements in the field of exports,
our attempts to parallel their successes should not sacrifice dis-
pensed economic decisionmaking or otherwise unwisely facilitate
the mounting trend toward economic concentration.

If the Congress decides to enact S. 2718, IBAA believes the fol-
lowing modifications might help alleviate the potential for undue
concentration of economic power.

SUGGESTED MODIFICATIONS

First, export trading companies in which banks have a substan-
tial interest could be statutorily embargoed from engaging in the
actual manufacture of goods; from speculating in securities, as S.
2718 even now would prevent them from speculating in commod-
ities; and from entering into agribusiness production. We under-
stand that such export trading companies, under S. 2718, are limit-
ed principally to the export business, but additional direct and
specific prohibitions in these areas might be advisable in order to
remove the possibility of them pushing into these fields.

Further, the suggestion of the Federal Deposit Insurance Corpo-
ration contained in its letter to Senator Stevenson of June 27, 1980,
to the effect that the word “principally,” as it appears at sections
103(aX5) and 105(a)(13) should be defined, seems meritorious. The
Corporation’s letter advised the insertion of a definition of “princi-
pally” which would specify that some percentage of gross or net
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earnings of an ETC would have to relate directly to the export or
the facilitation of the export of U.S. goods and services before a
company could qualify as an export trading company, open to
banking organization equity ownership. Such a provision would
guard against ETC’s ranging from the stated focus of the act,
which is to improve exports.

An additional improvement in the legislation to hedge against
concentration of economic power in a few megabanks would be to
amend the definition of “bankers bank” as it appears on page 7,
line 5 of the reported bill. A bankers bank is essentially a joint
venture of many independent banks which allows them to compete
better in numerous markets against large banking entities. As we
watch bankers banks evolve, few of them will be organized “solely
éo do business with other financial institutions,” a requirement of

. 2718.

The language of S. 2718 is drawn from the “exemption” which
appears as the next-to-the-last clause of section 103 of the Deposi-
tory Institutions Deregulation and Monetary Control Act of 1980. It
was used there for a very specific purpose related to reserve inno-
vations. A more appropriate set of standards defining a bankers
bank appears at section 711 of the same public statute.

As they are now developing, bankers banks will be servicing
some of the needs of the officers, directors, or employees of the
many banks owning the bankers banks, especially with respect to
bank stock loans.

The officers of the association feel that several supplementary
limitations on the ownership structure of export trading companies
might be suitable. First, any investment made by a banking organi-
zation in an export trading company could be subject to the approv-
al of the appropriate Federal banking agency. Presently, S. 2718
allows investments up to $10 million without approval unless the
relevant agency finds that the investment renders the ETC a sub-
sidiary of the banking organization.

Due to the novelty of joining depository banking and export
trade in the manner contemplated by S. 2718, we believe such a
limitation would be advisable. Second, it might be proper to pre-
vent a single banking organization from owning more than 20
percent of an export trading company. This prohibition would help
diffuse ownership interest if not actual control of such firms among
a number of banking organizations and prevent dominance by a
few large banking organizations of the ETC field.

Our final problem with the bill itself is that, by virtue of section
105(a), it amends the charters of State banks by Federal statute.
While it is common practice to place limitations on what State
banks can do by Federal law—for example, ceilings on interest
rates of time and savings funds—it is not common for the National
Legislature to extend to State banks new privileges, especially
where they are prohibited by express State statute, as would often
be the case with equity ownership in ETC’s. The association has
traditionally opposed such actions by the Federal Government. The
drift toward complete regulatory control of the commercial bank-
ing system in Washington has been accelerating and will be fur-
ther accelerated by S. 2718.

86-942 0 -~ 80 - 7
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For these reasons, general policy directives of many national
IBAA conventions upholding the dual banking system must be
interpreted as reservations against setting this precedent with
regard to State banks via S. 2718, reservations shared with the
FDIC as evidenced by its letter to Senator Stevenson.

In closing, I would like to note our regret that the tax features of
the legislation will not receive additional consideration during this
Congress. Expanded exploration of the use of tax incentives to
promote exports before the Committees on Ways and Means and
Finance could well reveal that the most productive method for
spurring the formation of export trading companies is not to alter
the traditional separation of depository banking and other forms of
commerce. Rather, it could well be to establish such strong tax
motivations that other-than-banking entrepreneurs would be
drawn into the export trading scene. If S. 2718 should fail to
become law during this Congress, one would hope that the tax
alternative gets a full analysis in both chambers in 1981.

I thank the committee for the opportunity to appear, ask that
this entire written statement be included in the record, and will be
pleased to attempt to answer any questions.

The CrAlrRMAN. Without objection, it will be put in the record.

[The complete statement follows:]
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STATEMENT

OF THE
INDEPENDENT BANKERS ASSOCIATION OF AMERICA

I am Robert L. McCormick, second vice president of the
Independent Bankers Association of America (IBAA) and
president of the Stillwater National Bank and Trust Company,
Stillwater, Oklahoma. I appreciate this opportunity to pre-
sent to this Committee IBAA's current observations on §. 2718,

the Export Trading Company Act of 1980.

The Association is a trade group comprised of approxi-
mately 7300 national and state commercial banks, better than
50% of the total of such institutions in the country. Our
typical member ranges in asset size between $15-25 million
and is located in a suburban or rural setting. Many in our
constituency, neveréheless, are also in urban areas. The
emphasis of our firms' business is heavily domestic. Very
few have Edge Act affiliates or are otherwise routinely en-
gaged in internatiénal markets. Consequently, IBAA cannot
claim to bring here a direct expertise on the subject matter
of S. 2718, which seeks to strengthen U.S. global trade by
facilitating the establishment of exporting companies
through permitting U. S. banks to take eguity positions in
such corporations. Further, I cannot say to you today that
the Association has ever formally considered the specifics
of S. 2718 or any of its predecessor versions or legislative

relatives. This is not because the Association has been
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unaware of such legislation, its content, or its impact.
Rather, it is because, due to the slight direct export
involvement of our affiliates, it has been considered
inappropriate to devote considerable Association resources
to this subject. My undertaking today is simply to analyze
how the traditional philosoéhies of the IBAA square with

S. 2718.

First, we are strong supporters of improved American
exports if on no other grounds than that they benefit the
general welfare of the nation. While most IBAA members, as
previously noted, are not immediately involved in inter-
national business, the Association does monitor its con-
ditions because so many of our constituents finance agri-
cultural production, the health of which is increasingly
dependent on strong overseas commodities vending. We have
noted with special pleasure that over the past two years
exports have increased 50 percent in value and 20 percent in
volume, with strong performances in both agricultural and
manufactured goods although we also realize that a substan-
tial reason for this improvement is the depreciation of the

value of the dollar in terms of foreign exchange.

Last month, I testified before you with respect to
H. R. 4758, a version of the Farm Credit Act Amendments of

1980, which, after a thorough and formal review, the Association



97

endorsed. Portions of that legislation would substantially
enhance the ability of the 13 Banks for Cooperatives of the
Farm Credit System to augment U. S. agricultural exports,
meaning possible further encroachment of these tax exempt
entities into rural banking markets. Our endorsement of
H.R. 4758, however, was based in part on the Association's
belief that foreign agricultural sales must be increased.
This was conscnant with the action of our last convention

in April of this year which, in its Resolution F, stated:

"With our nation's agricultural plant nearing

full production capacity, it is mandatory that

a high priority be placed on using markets out-

side this country for agricultural production

which otherwise will become surplus. The in-

ability to export farm products will not only

have an adverse effect on this country's balance

of trade but witll alsc create financial diffi-

culties for the nation's farmers."

I mention my appearance last month, our endorsement of

H.R. 4758, and Resolution F not because they directly address
the major issues raised by S. 2718 but to underscore IBAA's

fundamental commitment to improved exports.

Difficulties often appear in reconciling one's broad
views when it comes to adopting a position on specific
statutory proposals. The Export Trading Company Act of 1980
presents a classic example of this for the IBAA. The bill

would seem to be a definite plus for foreign trade. On the
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other hand, the Association has also been philosophically
opposed to trends which would erode the general policy of
the separation of depository banking activities from other
forms of commerce that has been imbedded in the Zegal system
since passage of the Banking Act of 1933. S. 2718 certainly
moves in such a direction since it permits nearly any kiﬂd
of a commercial bank, bank holding company, Edge Act, or
Agreement Corporation (defined there as "banking organiza-
tions") to acquire substantial equity positions in companies
which are organized principally for the purpose of exporting
goods or services produced in the U. S. or facilitating

their export.

The Safetv and Soundness Issue

IBAA beliebes that the breaching of the Banking Act of
1933 will again lead the country into a commercial banking
system prone to unsound, imprudent, and excessively specu-
lative investments, as was the case in the early 1930s. We
note that most of the variations on, or exceptions to, the
standards of the 1933 Act, as amended, are limited. For
example, national banks can invest, to one degree or an-
other, in the shares of Edge Act and Agreement Corporations,
safe deposit companies, bank premise companies, the Federal

National Mortgage Association, the Student Loan Marketing
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Association, the Government National Mortgage Association,
small business investment companies, bank service corpora-
tions, foreign banks, Title IX firms created by the Housing
Act of 1968, state housing corporations, agricultural credit
corporations, community development corporations, and minbank
capital corporations. State banks are similarly limited by

state codes.

The Bank Holding Company Act of 1956, as amended,
reiterated the basic ﬁotion of separating depository banking
from other forms of commerce. The records of passage of the
1966 amendments to the Bank Holding Company Act clearly
indicate that the Congress wished to continue the divisién
as a device for insuring the safety and soundness of the
depository banking system. The national legislature, how-
ever, did permit some flexibility, namely, that bank holqing
companies can hold the shares of firms whose activities
could be engaged in by commercial banks themselves; or
whose activities are of a financial, fiduciary, or insuranceﬁt
nature and are, in the view of ;he Federal Reserve Board, so

closely related to depository banking as to be appropriate.

As far as the "closely related" firms in which bank
holding companies can invest, the Federal Reserve has

developed an extremely lengthy list which is set out in its
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Regulation Y and which ranges from the obviously permis~
sible, such as loan service corporations, to the more
ambiguous, such as certain kinds of courier services.

It should be noted that a bank holding company may, under an
additional exemption to the 1966 Amendments, retain a passive
investment up to 5% of the voting stock of any company.

Yet, even given all these dispensations, and some more
limited and technical ones which appear in the Bank Holding
Company Act of 1956, that statute still upholds the basic
posture of separating depository banking from other forms of

commerce.

S. 2718 contains a number of restraints on the amount
and type of speculative risks to which "banking crganiza-
tions" could expose themselves. To a considerable degree,
these protect the depository banking system from drifting
into areas of instability, such as these banks encountered
in real estate investment trusts. If the Congress does
decide to blur the line separating commerce and depository
banking regarding exports, it could be appropriate to impose
one further "safety and soundness" limit on export trading
companies (ETCs) in which banks have substantial interests.
This would be a statutory guide for bank regulatory authori-

ties of an inventory-to-capital ratio, using the trading
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company's capital as the base, for those circumstances in
which the trading company takes title to goods in without
having orders to resell them. Such a standard would clearly
install a Congressional policy against an ETC entangling
itself in inventory speculation which might have an adverse
impact on the banking organization. Nothing should prevent
the bank regqulatory agencies from imposing stricter stan-

dards on a case by case basis, however.

The Concentration Of Economic Power Issue

A second consideration in IBAA's longstanding support
for the general approach of the Banking Act of 1933, as
amended, and its reiteration in the Bank Holding Company Act
of 1956, as amepded, is that dividing the essentials of
depository banking from other forms of commerce has pre-
vented concentration of economic power in ever fewer firms.
It is a common apprehension that if commercial banks could
range into other commercial areas, their access to funds
through deposits would eventually allow them enouch leverage
to control a high percentage of enterprise in the United
States. This is especially true of the so-called megabanks.
The Association, therefore, finds disturbing comparisons in
the Committee's report on S. 2718 between the "success" of
European, Japanese, and Korean trading companies and the

inadeguacies of the U. S. environment. On that continent
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and in those countries, economic power is, indeed, concen-
trated in the hands of a restricted number of consortiums of
merchant banks, depository banks, investment banks, and

trading companies.

Additionally, I would like to note that economic
concentration seems to us very much on the rise in the
United States. Ironically, it is moving forward under the
guise of "deregulation" and "increased competitive ability,"
both of which have been claimed to be some of the virtues of
S. 2718. Deregulation has meant consolidation in the secur-
ities business, with the advent of negotiated rates and
mergers in the airline industry. Within months of passage
of the Depository Institutions Deregulation and Monetary
Control Act of 1980, we can already see an increase in
acquisitions~~sometimes by foreign sources--and mergers in
the depository industry, with the savings and loan sector
being particularly prominent. Special care seems warranted
to avoid a further drift toward economic concentration as
the regulato;y apparatus which has been an effective sub-
stitute in highly regulated areas for the general, domestic,
and woefully inadequate antitrust laws is altered. 1In
short, while Europe, Japan, and Korea might have accom-
plished some very admirable achievements in the field of
exports, our attempts to parallel their successes should not
sacrifice economic decision making or otherwise unwisely

facilitate the mounting trend toward economic concentration.
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If the Congress decides to enact S. 2718, IBAA believes
following modifications might help alleviate the potential
for undue concentration of economic power. First, export
trading companies in which banks have a substantial interest
could be statutorily embargoed from engaging in the actual
manufacture of goods; from speculating in securities, as
S. 2718 even now would prevent them from speculating in
commodities; and from entering into agribusiness production.
We understand that such export trading companies, under
S. 2718, are limited principally to the export business, but
additional direct and specific prohibitions in these areas
might be advisable in order to remove the possibility of
them pushing into these fields. Further, the suggestion of
the Federal Deposit Insurance Corporation contained in its
letter to Senator Stevenson of June 27, 1980, to the effect
that the word "principally," as it appears at Sections 103(a) (&
and 105(a) (13) should be defined, seems meritorious. The
Corporation's letter advised the insertion of a definition
of "principally" which would specify that some percentage of
gross or net earnings of an ETC would have to relate di-
rectly to the export or the facilitation of the export of
U. S. goods and services before a company could qualify as
an export trading company, open to banking organization

equity ownership. Such a provision would guard against ETCs
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ranging from the stated focus of the Act, which is to im-
prove exports, and ETCs serving as a vehicle for depository
banking organizations to concentrate inordinate economic

power.

An additional improvement in the legislation to hedge
against concentration of economic power in a few megapanks
would be to amend the definition of "bankers' bank" as
it appears on page 7, line S of the reported bill. A bankers'
bank is essentially a joint venture of many independent
banks which allows them to compete better in numerous mar-
kets against large banking entities. As we watch bankers'
banks evolve, few of them will be organized "solely to do

business with other financial institutions," a requirement

of S, 2718. The language of S. 2718 is drawn from the
"EXEMPTION" which appears as the next~to-the-last clause of
Section 103 of the Depository Institutions Deregulation and
Monetary Control Act of 1980 (H.R. 4986). It was used there
for a very specific purpose related to reserve innovations.
A more appropriate set of standards defining a bankers' bank
appears at Section 711 of the same public statute. There it
means:
...a bank insured by the Federal Deposit Insur-
ance Corporation if the stock of such bank is
owned exclusively by other banks (except to the
extent State law requires directors qualifying

shares) and if such bank is engaged exclusively
in providing banking services for other banks
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and their officers, directors, or employees, but
in nc event shall the total amount of such stock
held by associations [substitute: "other banks"]
exceed-at any time 10 per centum of its capital
stock and paid in an unimpaired surplus and in
no event shall the purchase of such stock re-
sult in the association [substitute: "other
banks"] acquiring more than 5 per centum of

any class of voting securities of such bank."
(Substitutions supplied to apply to all banks
and not merely national associations).

As they are now developing, bankers' banks will be
servicing some of the needs of the officers, directors, or
employees of the many banks owning the bankers' banks,
especially with respect to bank stock loans. In other
words, when the owners of Bank X wish to sell Bank X to
their officers, directors, or employees, the banxers' bank,
in which the Bank X holds shares, can make the loan to buy
Bank X to such individuals rather than these individuals
having to turn to a large money center correspondent for the
funds. Consequently, for S. 2718 to have much usefulness to
bankers' banks as they are emerging in the real world, it
would be preferable if the Export Trading Company Act tracked
Section 711 of H.R. 4986. 1If bankers' banks in S. 2718 are
more realistically defined along the "true to life" lines of
Section 711, the ability of bankers’' banks to enter the
export trading field and also to service their small owning
banks' needs for export expertise could then prcvide a hedge
against the possibility that the area will be preempted by a

few megabanks.
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The officers of the Association feel that several
supplementary limitations on the ownership structure of
export trading companies might be suitable. First, any
investment made by a banking organization in an export
trading company could be subject to the approval of the
appropriate Federal banking agency. Presently, S. 2718
allows investments up to $10,000,000 without approval unless
the relevant agency finds that the investment renders the
ETC a subsidiary of the banking organization. Due to the
novelty of joining depository banking and export trade in
the manner contemplated by S. 2718, we believe such a limita-
tion would be advisable. Second, it might be proper to
prevent a single banking organization from owning more than
20% of an export trading company. This prohibition would
help diffuse ownership interest if not actual control, of
such firms among a number of banking organizations and pre-
vent dominance by a few large banking organizations of the

ETC field.

With regard to the administration of the legislation,
Section 105(b) stipulates that the appropriate Federal
b;nking agency act within 60 days on written notice from a
banking organization of its intentions to make additional
investments or to undertake certain activities--most notably

the taking of title to goods--by export trading companies.
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It also compels the agency to act within 90 days on notice
by a bank organization of intention to make an investment

of more than $10 million or to assume a controlling interest
in an export trading company. If the regulator fails to act
within the time limits, the applications would be deeply
approved. Again, due to the uniqueness of the approach that
S. 2718 takes to export trade and depository banking, it
might be sounder.to lengthen all approval periods. The
Federal Deposit Insurance Corporation, in its lettesr of

June 23, 1980, to Senator Stevenson, suggested 120 days

would be sufficient.

Our final problem with the bill itself is that, by
virtue of Section 105(a), it amends the charters of state
banks by Federal statute. While it is common practice
to place limitations on what state banks can do by Federal
law {(e.g., ceilipgs on interest rates of time and savings
funds), it is not common for the national legislature to
extend to state banks new privileges, especially where they
are prohibited by express sﬁate statute, as would often be
the case with equity ownership in ETCs. The Association has
traditionally opposed such actions by the Federal govern-~
ment. The drift toward complete regulatory control of the
commercial banking system in Washington has been accelera-

ting and will be further accelerated by S. 2718. For these
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reasons, general policy directives of many national IBAA
conventions upholding the dual banking system have expressed
reservations against setting this precedent with regard to
state banks via S. 2718, reservations shared with the FDIC

as evidenced by its letter to Senator Stevenson.

In closing, I would like to note our regret that the
tax features of the legislation will not receive additional
consideration during this Congress. Expanded exploration of
the use of tax incentives to promote exports before the
Committees on Ways and Means and Finance could well reveal
that the most productive method for spurring the formation
of export trading comjanies is not to alter the traditional
separation of depository banking and other forms of commerce,
Rather, if coulé well be to establish such strong tax motiva-
tions that other-than-banking entrepreneurs would be drawn
into the export trading scene. If S. 2718 should fail to
become law during this Congress, one would hope that the tax

alternative gets a full analysis in both chambers in 1981.

I thank the Committee for the opportunity to appear,
ask that this entire written statement be included in the
record, and will be pleased to attempt to answer any ques-

tions.

A
A
s
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The CHAIRMAN. Thank you, Mr. Bailey.

STATEMENT OF BEN BAILEY, BANKERS ASSSOCIATION FOR
FOREIGN TRADE; ACCOMPANIED BY GARY M. WELSH

Mr. BaiLey. Mr. Chairman and members of the committee: I
would appreciate it if my full statement is included in the record.
My name is Ben Bailey and I am a director of the Bankers’ Associ-
ation for Foreign Trade and chairman of its task force on export
expansion. I am also vice president of the AmeriTrust Co. of Cleve-
land, Ohio’s largest bank. I am accompanied today by the associ-
ation’s counsel, Gary M. Welsh, of the Washington law firm of
Prather, Seeger, DooYittle, & Farmer.

BAFT is pleased to have this opportunity to express its strong
support for passage this year of S. 2718, the Export Trading Com-
pany Act of 1980. We perceive from your statement announcing
these hearings, Mr. Chairman, that a number of concerns, and we
believe misconceptions, remain about the purpose and scope of
bank participation in export trading companies (ETC’s). In this
light, I believe it would be most helpful to you and other members
of the committee if I discussed the ways banking organizations
might choose to participate in ETC’s, and then addressed the major
concerns that have been raised concerning bank equity participa-
tion. In particular, I would like to indicate why BAFT believes it is
both necessary and appropriate to permit banking organizations to
make controlling equity investments in ETC's.

BANK PARTICIPATION IN ETC’S

Ways of bank participation in ETC’s. S. 2718 does not dictate any
particular form of banking organization involvement in ETC’s, and
we believe this is the best legislative approach to take. We agree
with you, Mr. Chairman, that it would be inappropriate to adopt a
Japanese Zaibatsu model for the U.S. economy and we believe that
S. 2718 does not, in fact, adopt this or any other model.

First, I do not believe that S. 2718 is strictly a big or money-
center bank bill. Within our membership, we have found keen
interest in this bill among many regional banks. This is not sur-
prising, since these banks serve areas that principally contain the
literally thousands of small and medium-sized businesses that
could be producing for export, but are not.

Second, I do not believe that this legislation encourages combina-
tions of large banks with large manufacturers. The large manufac-
turer does not need an export trading company to introduce its
products to the world market. It is already there.

What we do see from our discussions in the banking community
is a number of possibilities for bank participation which can be as
varied as our banking system and economy.

Some regional banking organizations may join together to form
an ETC. For example, S. 2718 permits bankers’ banks—banks
owned by a number of small banks—to form an ETC. An ETC
owned by a number of banks from the same region could provide a
significant export stimulus to the area.

An ETC owned by a number of banks from different regions
could stimulate the export of goods and services from throughout
the country.

§6-942 0 - 30 - 38
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Some regional banking organizations will prefer to organize and
form their own trading companies. The regional bank may form
such an ETC to give its smaller customers the one-stop service they
need to enter the export market. A regional bank may form such
an ETC to assist in facilitating trade with China, eastern Europe,
or other areas where barter or so-called counter-trade elements
may be required due to the lack of U.S. dollar exchange.

Some regional banking organizations may join with nonbank
firms to establish an ETC, either on a permanent or one-shot basis.
For example, a banking organization, an architectural firm, a con-
struction company, and a steel fabricator could form a one project
ETC to bid on a foreign tender. Or a bank might join with an
export management company or freight-forwarder to organize an
ETC that would provide an opportunity for the more efficient
combination of their essentially complementary services.

Some banking organizations may use the opportunity to inte-
grate and expand the types of trade services they already provide
their customers.

I would note, Mr. Chairman, that this list is intended as sugges-
tive only. Nevertheless, I think it is useful because it indicates the
wisdom of not foreclosing what may turn out to be valuable options
by larbitrary statutory restrictions based on certain levels of con-
trol.

THE ZAIBATSU CONCERN

We believe it clear from our discussion within BAFT and the
banking industry that banking organizations interested in this leg-
islation view it solely as a means for expanding the types of inter-
national trade services they can provide to U.S. business in order
to promote U.S. exports, and not as a means for investing in or
combining with U.S. business in contravention of our basic policies
separating domestic banking and commerce.

First, S. 2718 only permits banking organizations to invest in
ETC’s, and limits any such investments to 5 percent of the banking
organization's capital and surplus. An ETC must be principally
engaged in exporting and facilitating the exportation of goods and
services produced in the United States by unaffiliated persons.
Nevertheless, we recognize your concern and the concern of other
industry groups that the literal definition in section 103(a)5) could
theoretically permit a bank-owned ETC to engage in non-export/
import domestic businesses—for example, the securities business.
While we believe the bank regulatory agencies would use their
authority under S. 2718 to prohibit such an extension of ETC
activities beyond those intended by Congress, we believe language
%a’llr‘lc’be included in 8. 2718 making this clear for bank-controllied

S.

Second, the strict limits on the amount of funds that a banking
organization can lend to and invest in a trading company affili-
ate—a combined limit of 10 percent of its consolidated capital and
surplus—insure that a bank-controlled ETC would not have the
resources to become a Zaibatsu-like conglomerate even if it had the
ability to do so—which, as pointed out above, it does not.

Third, the requirements for antitrust clearance under the Webb-
Pomerene provisions and the banking agencies’ authority to disap-
prove any investment over $10 million having adverse competitive
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considerations insure against any combinations of bank and/or
nonbank ownership of an ETC that would have deleterious compet-
itive effects in the United States or on U.S. trade.

I hope, Mr. Chairman, that my discussion has helped to dispel
your concerns about S. 2718’s possibly suggesting a Zaibatsu model
for the U.S. economy. Essentially, S. 2718 permits banking organi-
zations to invest up to 5 percent of their capital and surplus in up
to 10 percent of the stock of small business investment companies
(SBIC’s), among others.

As in the SBIC case, we see no opportunity for a Zaibatsu-like
monopolistic potential in our export trade, and believe that legis-
lating on the basis of such unproven concerns, especially in light of
the substantial protections already included in S. 2718, would have
the principal effect of discouraging bank participation and thus the
expansion of small and medium-sized business export.

SAFETY AND SOUNDNESS CONCERNS

S. 2718, as amended by the committee on May 12, 1980, contains
comprehensive safeguards that carefully limit and control possible
banking organijzation exposure in export trading company invest-
ments.

First, no banking organization, except an Edge Act corporation
not engaged in banking, may invest more than 5 percent of its
capital and surplus in the stock of one or more ETC’s. This is the
same limit that currently applies to national bank investments in
small business investment companies, and in community develop-
ment corporations.

Second, no banking organization can in the aggregate and on a
consolidated basis invest and lend more than 10 percent of its
capital and surplus in or to an ETC. This insures that the financial
limitations of section 23(a) of the Federal Reserve Act apply to all
banking organization/ETC investments. In contrast, bank-spon-
sored REITs have always been considered outside the limitations of
section 23(a).

Third, the name of an ETC cannot be similar in any respect to
that of a banking organization investor. This prohibition insures
against public confusion between a banking organization and an
ETC affiliate and this avoids the types of problems that arose in
the REIT area.

Fourth, a banking organization must terminate its ownership of
an ETC if the ETC takes speculative positions in commodities.

Fifth, S. 2718 specifically prohibits a bank from making preferen-
tial loans to an ETC in which it has an equity interest, including to
any customer of such ETC. The language of the prohibition paral-
lels that in the Financial Institution Regulatory and Interest Rate
Control Act of 1978 on insider loans, and is thus a type of prohibi-
tion regularly enforced by bank examiners and the bank regulatory
agencies.

Sixth, the banking agencies are given clear authority to require
divestiture of any ETC investment that may constitute a serious
risk to a banking organization investor.
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PERMITTING CONTROLLING INVESTMENTS

Reasons for permitting controlling investments by banking orga-
nizations. Permitting banking organizations to make controlling
investments subject to the limitations included in S. 2718 should
not increase risks or potential competitive or conflict of interest
problems, but, as indicated in the committee’s report (at pp. 10-11),
should actually serve to reduce them:

A banking organization with a controlling investment is in a
better position to protect its investment and regulate risk exposure.
In this regard, if S. 2718 were amended to prohibit controlling
investments by banking organizations, it would not in any way
change a banking organization’s ultimate risk exposure of 5 per-
cent of its capital and surplus for any investment in ETC’s, and 10
percent of its capital and surplus for loans and investments in
ETC’s. What such an amendment would do is make it more diffi-
cult for a banking organization to protect its investments and loans
to an ETC.

Some banking organizations may only want to organize an ETC
for limited purposes. Permitting controlling investments allows
them to do so without having to invest in ventures organized by
others that may engage in a range of activities that may exceed
their aims and entail more risks. Permitting controlling invest-
ments thus encourages the formation of smaller, independent trad-
ing companies, with less Zaibatsu-like combinations between bank-
ing and industry.

A banking organization may find that conflict-of-interest prob-
lems are minimized when it has control. A banking organization
with many export customers may not want to join with any one or
two customers in an ETC, but may want to set up its own inde-
pendent ETC.

An ETC controlled by a banking organization would have no
unfair competitive advantage over other ETC’s or ETC’s with mi-
nority bank participation. S. 2718 restrictions on total loans and
investments and preferential lending are across the board and
pertain whether a banking organization has either a minority or
majority participation. Small ETC’s also have the advantage of
special startup assistance from SBA and EDA and a special Exim-
bank window, a privilege that would not appear available to most
bank-controlled ETC’s under the legislative criteria.

In addition to these reasons for permitting controlling invest-
ments, it must be noted that S. 2718 contains extensive safeguards
in the case of controlling investments to protect against unwise
risk exposure—these again are summarized in the statement.

The effect of these safeguards is to make it clear to all concerned
that a bank cannot attempt an unwise rescue operation of an ETC,
that it must deal with its affiliate on an arm’s-length basis, and
that the ETC must ultimately stand or fall on its own.

We believe it is much wiser to impose additional limitations on
bank-controlled ETC’s than to prohibit such control relationships
altogether. In our judgment, the latter course would, as this com-
mittee has previously recognized in lifting control restrictions on
bank investments in SBIC's, greatly discourage both bank invest-
ment and the development of ETC’s. Limiting banks to minority
positions also encourages the results that most concern you, Mr.
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Chairman—it requires them to combine with manufacturers and
other commercial concerns in jointly owned trading companies and
gives them less means for controlling their own risk exposure.

In support of our recommendation, we would, of course, be will-
ing to work with your staff and that of the banking agencies to
develop whatever additional safeguards, if any, they might deem
appropriate for ETC’s controlled by one or more banking organiza-
tions. In particular, Mr. Chairman, we share the concern of the
Federal Reserve that they not be faced with extensive rulemaking
tasks under this legislation. Thus, we believe it may be possible to
develop more definite statutory protections or standards on control-
ling investments that would avoid the need for detailed rulemaking
and regulatory procedures.

CONCLUSION

I hope my testimony this morning has proved useful to the
committee and my colleagues and I would, of course, be pleased to
answer any questions you might have. I would also like to take this
opportunity to express our willingness to work with your staff on
any aspects of this legislation where our further input may be of
assistance.

Thank you, Mr. Chairman.

[Statement follows:]
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STATEMENT OF
BEN BAILEY
DIRECTOR
BANKERS' ASSOCIATION FOR FOREIGN TRADE
AND
SENIOR VICE PRESIDENT

AMERITRUST COMPANY OF CLEVELAND

Mr. Chairman and Members of the Committee:

My name is Ben Bailey and I am a Director of
the Bankers' Association for Foreign Trade. I am also‘Senior
Vice President of the AmeriTrust Company of Cleveland,
Ohio's largest bank. I am accompanied today by the Associ-~
ation's counsel, Gary M. Welsh of the Washington law firm
of Prather Seeger Doolittle & Farmer.

The Bankers' Association for Foreign Trade ("BAFT")
was founded in 1921 by a group of banks whose purpose was
to expand their knowledge of international trade apd to
develop sound banking services and procedures in support of
trade. Today, BAFT's voting membership of 148 U.S. banks
includes virtually all of those having significant interna-
tional operations. The Association also includes as non-
voting members 97 foreign banks maintaining offices in the
United States, and thus embraces many of the major interna-
tional banks of the world.

BAFT is pleased to have this opportunity to express
its strong support for passage this year of S, 2718, "The
Export Trading Company Act of 1980." As you know Mr. Chairman,
BAFT previously testified in support of S. 2379, an earlier
version of S. 2718, before the Subcommittee on International
Finance. In that testimony, we discussed the need for
export trading companies to stimulate exports by small and
medium-sized U.S. business concerns and the contributions

that banking organizations could make to their organization
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and development. In response to a number of concerns raised
by the bank regulatory agencies, the Committee adopted

a number of amendments now incorporated in S. 2718, which
amendments we support. Nevertheless, we perceive from

your statement announcing these hearings Mr. Chairman

that a number of concerns and, we believe misconceptions,
remain about the purpose and scope of bank participation

in export trading companies (ETCs). In this light, I
believe it would be most helpful to you and other Members
of the Committee if I discussed the ways banking organi-
zations might choose to participate in ETCs, and then
addressed the major concerns that have been raised concern-
ing bank equity participation. In particular, I would

like to indicate why BAFT believes it is both necessary
and appropriate to permit banking organizations to make
controlling equity investments in ETCs.

WAYS OF BANK PARTICIPATION IN ETCs

S. 2718 does not dictate any particular form of
banking organization involvement in ETCs, and we believe
this is the best legislative approach to take. We agree
with you Mr, Chairman that it would be inappropriate to
adopt a Japanese Zaibatsu model for the U.S. economy and
we believe that S. 2718 does not, in fact, adopt this or

any other model. In this regard, I would like to discuss
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briefly some of the ways banking organizations may
choose to participate in an ETC, and the protections
included in the bill against a so-called Zaibatsu system
ever developing.

First, I do not believe that S. 2718 is strictly
a big or mongy—center bank bill. Within our membership,
we have found keen interest in this bill among many regional
banks. This is not surprising, since these banks serve
areas that principally contain the literally thousands of
small and medium-sized businesses that could be producing
for export, but are not. Regional bankers time and again
have seen these businesses decline to get involved in
exporting when presented with the number of steps that have
to be taken to arrange, negotiate, finance and deliver an
export sale. These are the firms that want and need an
export trading company.

Second, I do not believe that this legislation
encourages combinations of large banks with large manufac-
turers. The large manufacturer does not need an export
trading company to introduce its products to the world
market. It is already there., It has the international
network and resources to export its own goods or services
and finds it more efficient and less costly to do so direct-

ly instead of through an intermediarv.
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What we do see from our discussions in the banking

community is a number of possibilities for bank participation

which can be as varied as our banking system and economy.

Some regional banking organizations may
join together to form an ETC. For
example, S. 2718 permits bankers'’
banks -- banks owned by a number

of small banks -- to form an ETC.

An ETC owned bv a number of banks

from the same region could provide

a significant export stimulus to

the area.

An ETC owned by a number of banks

from different regions could sti-
mulate the export of goods and
services from throughout the country.
For example, a banking organization
with strong Far East relationships
could join with another banking
organization with strong South
American relationships, thus expanding
the worldwide export capabilities of

a jointly-owned ETC.
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Some regional banking organizations
will prefer to organize and form their
own trading companies. The regional
bank may form such an ETC to give

its smaller customers the one-stop
service they need to enter the export
market. A regional bank may form

such an ETC to assist in facilitating
trade with China, Eastern Europe or
other areas where barter or so-called
counter~-trade elements may be required
due to the lack of U.S. dollar exchange.
Some regional banking organizations may
join with nonbank firms to establish

an ETC, either on a permanent or one-
shot basis. For example, a banking

organization, an architectural firm,

a construction company and a steel
fabricator could form a "one-project”

ETC to bid on a foreign tender. Or

a bank might join with an export
management company or freight-for-

warder to organize an ETC that would
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provide an opportunity for the more
efficient combination of their
essentially complementary services.

~-- Some banking organizations may use
the opportunity to integrate and
expand the types of trade services
they already provide their customers.
For example, an export finance sub-
sidiary of a banking organization
could better meet foreign competi-
tion on behalf of U.S. exporters if
it could take title to goods in the
course of a transaction instead of
having to proceed through other
intermediaries, an activity denied
U.S. export finance subsidiaries in
the past.

I would note Mr. Chairman that this list is
intended as suggestive only. Nevertheless, I think it is
useful because it indicates the wisdom of not foreclosing
what may turn out to be valuable options.by arbitrary

statutory restrictions based on certain levels of "control."
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THE ZAIBATSU CONCERN

We believe it clear from our discussion within
BAFT and the banking industry that banking organizations
interested in this legislation view it solely as a means
for expanding the types of international trade services
they can provide to U.S. business in order to promote U.S.
exports, and not asAa means for investing in or combining

with U.S. business in contravention of our basic policies

separating domestic banking and commerce.

First, S. 2718 only permits banking organizations
to invest in ETCs, and limits any such investments to five
percent of the banking organization's capital and surplus.
An ETC must be principally engaged in exporting and facili-
tating the exportation of goods and services produced in
the United States by unaffiliated persons. We believe it
clear from the legislative history that "principally"
rather than "exclusively" engaged in exporting was chosen
as a standard in order to permit ETCs to engage in import
and third-country trade transactions that might be necessary
to carry on their business e.g., the import sale of goods
acquired pursuant to a barter transaction. Nevertheless,
we recognize your concern and the concern of other industry
groups that the literal definition in section 103 (a) (5)
could theoretically permit a bank-owned ETC to engage in

non-export/import domestic businesses -- e.g., the securities
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business. While we believe the bank regulatory agencies
would use their authority under S. 2718 to prohibit such
an extension of ETC activities beyond those intended by
Congress, we believe language can be included in S. 2718
making this clear for bank-controlled ETCs.

Second, the strict limits on the amount of funds
that a banking organization can lend to and invest in a
trading company affiliate ~- a combined limit of 10% of its
consolidated capital and surplus =-- ensure that a bank-
controlled ETC would not have the resources to become a
Zaibatsu~like conglomerate even if it had tﬁe ability to do
so -- which, as pointed out above, it does not.

Third, the requirements for antitrust clearance
under the Webb-Pomerene provisions and the banking agencies'
authority to disapprove any investment over $10 M having
adverse competitive considerations ensure against any
combinations of bank and/or nonbank ownership of an ETC that
would have deleterious competitive effects in the U.S. or
on U.S. trade. The focus of the legislation is on giving
U.S. firms the means to compete in export markets abroad.
There are ample protections against untoward domestic com-
petitive effects, including prohibitions on preferential
credit extensions to ETCs or their customers -- the central

thrust of our policy separating banking and commerce.
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I hope Mr. Chairman, that my discussion
has helped to dispel your concerns about S. 2718's
possibly suggesting a Zaibatsu model for the U.S.
economy. Essentially, S. 2718 permits banking
organizations to invest up to 5 per cent of their
capital and surplus in up to 100% of the stock of
ETCs, in the same way Congress has permitted banking
organizations to invest in Small Business Investment
Companies (SBICs), among others. In this regard, we
have found competitive concerns raised in the ETC context
similar to concerns raised in the SBIC context and I
would like at this point to quote from a report issued
by this Committee in 1976 recommending legislation,
which was approved, permitting banks to acquire up to
100% of the stock of an SBIC:

"Section 108 of the bill would
permit banks to own 100% of the
voting common stock of a Small
Business Investment Company. In 1967,
the Small Business Investment Act was
amended to prohibit a bank from
acquiring 50% or more of the voting
equity securities of an SBIC. The
provision, which was initiated in
the House, was provoked by concern
over the 'monopolistic potential' of
commercial banks in the SBIC program,
although there was no evidence of
abuse.

"The SBIC industry and SBA have
been actively working to bring more
private capital into the program.
Although many banks have expressed
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interest in the program, it is
frequently difficult to find
compatible coinvestors with
sufficient assets. A bank's
exposure is limited by law to a
maximum investment of 5% of capital
and surplus. Allowing banks to con-
trol or wholly own a license would
serve to encourage financial insti-
tutions which are interested in the
sound development of the SBIC program
and would increase the amount of
gapital available for small business
investment."1l/

As in the SBIC case, we see no opportunity for
a Zaibatsu-like monopolistic potential in our export
trade, and believe that legislating on the basis of such
unproven concerns, especially in light of the substantial
protections already included in S. 2718, would have the
principal effect of discouraging bank participation and
thus the expansion of small and medium-sized business
export.

SAFETY AND SOUNDNESS CONCERNS

S. 2718, as amended by the Committee on May 12,
1980, contains comprehensive safeguards that carefully
limit and control possible banking organization exposure in
export trading company investments. These limitations are
at least equal to and often exceed those that currently
apply to other permissible bank, bank holding company, or

Edge Act Corporation investments.

1/ S. REP. No. 94-420, 94th Cong., 2d Sess. 8-9 (1976).
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First, no banking organization, except an Edge
Act Corporation not engaged in banking, may invest more
than five percent of its capital and surplus in the stock
of one or more ETCs. This is the same limit that currently
applies to national bank investments in Small Business
Investment Companies, and in community development corpora-
tions. In contrast, national banks can now invest in'excess
of five percent of their capital and surplus in safe deposit
corporations, premises companies, bank service corporations,
Edge Act and Agreement Corporations and agricultural credit
corporations. There is no limit on the amount a national
bank can invest in FNMA, GNMA, Corporations authorized under
Title IX of the Housing and Urban Development Act of 1968,
and the Student Loan Marketing Association. There is also,
of course, no limit on the amount a bank holding company can
invest in nonbanking companies permissible under the Bank
Holding Company Act. The five percent limit is thus well
within other recognized prudential limits., The twenty-five
éercent of capital and surplus limit for a nonbanking Edge
Corporation is similar to that currently provided for non-
banking Edge investments overseas under the Federal Reserve's
Regulation K.

Second, no banking organization can in the aggre=~
gate and on a consolidated basis invest and lend more than

ten percent of its capital and surplus in or to an ETC. This



125

ensures that the financial limitations of section 23a

of the Federal Reserve Act apply to all banking organiza-b
tion/ETC investments, irrespective of whether the ETC is

a majority-controlled affiliate. In contrast, bahk-sponsored
REITs have always been considered outside the limitations

of § 23A. This provision thus puts a total prudential cap
on exposure to a controlled or non-controlled ETC.

Third, the name of an ETC cannot be similar in any
respect to that of a banking organization investor. This
prohibition ensures against public confusion between a
banking organization and an ETC affiliate and thus avoids
the types of problems that arose in the REIT area.

Fourth, a banking organization must terminate its
ownership of an ETC if the ETC takes speculative positions
in commodities. This protects against an ETC affiliate's
engaging in non-productive, purely speculative activities
that could put a banking organization's investment at risk.
In this regard, this provision will effectively require any
banking organization investor to ensure that there are ade-
quate internal controls in an ETC against speculation.

Fifth, S. 2718 specifically prohibits a bank from
making preferential loans to an ETC in which it has an equity
interest, including to any customer of such ETC. The

language of the prohibition parallels that in the Financial

66-942 0 - 30 - 9
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Institutions Regqulatory and Interest Rate Control Act of
1978 on insider loans, and is thus a type of prohibition
regularly enforced by bank examiners and the bank regula-
tory agencies.

Sixth, the banking agencies are given clear
authority to require divestiture of any ETC investment
that may constitute a seriousrisk to a banking organization
investor. Again, this parallels powers which the Federal
Reserve was given under the Financial Institutions Regula-
tory and Interest Rate Control Act of 1978 over other
bank holding company investments.

While there are additional regulatory safeguards
provided over controlling investments which I will discuss
next in focussing on the control issue, BAFT believes the
above limitations, restrictions and controls are appropriate
and, in the aggregate, ensure against any exposure beyond
traditional prudential limits for either non-controlling or
controlling investments.

REASONS FOR PERMITTING CONTROLLING
INVESTMENTS BY BANKING ORGANIZATIONS

Permitting banking organizations to make control-
ling investments subject to the limitations included in S.
2718 should not increase risks or potential competitive or

conflict of interest problems, but, as indicated in the
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Committee's Report (at pp. 10~11), should actually serve
to reduce them:
-- A banking organization with a controlling
investment is in a better position to protect

its investment and regulate risk exposure. 1In

this regard, many U.S. banking organiza-
tions have a policy in their international
operations of favoring controlling invest-
ments, because equity control ensures
operational control and hence better risk
management. In this regard, if S. 2718 were
amended to prohibit controlling investments
by banking organizations, it would not in
any way change a banking organization's
ultimate risk exposure of five percent of its
capital and surplus for any investments in
ETCs, and ten percent of its capital and
surplus for loans and investments in ETCs.
What such an amendment would do is make it
more difficult for a banking organization

to protect its investments and loans to

an ETC.
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Some banking organizations may only want

to organize an ETC for limited purposes
e.g., to assist in certain project
financing, to export from a local region

or to a specific trade area, or to merely
expand their range of export trade services.
Permitting controlling investments allows
them to do sb without having to invest in
ventures organized by others that may engage
in a range of activities that may exceed
their aims and entail more risks. Per-
mitting controlling investments thus
encourages the formation of smaller,
independent trading companies, with ;ggg

Zaibatsu-like combinations between banking

and industry.

A banking organization may find that
conflict of interest problems are minimized
when it has control. A banking organization
with many export customers may not

want to join with any one or two

customers in an ETC, but may want

to set up its own independent ETC.
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"An ETC controlled by a banking organi-

zation would have no unfair competitive
advantage over other ETCs or ETCs with
minority bank participation. §. 2718's
restrictions on total loans and invest-
ments and preferential lending are

across the board and pertain whether

a banking organization has either a
minority or majority participation. Small
ETCs also have the advantage of special
start~up assistance from SBA and EDA and
a special Eximbank window, a privilege
that would not appear available to most
bank-controlled ETCs under the legislative

criteria.

In addition to these reasons for permitting

controlling investments, it must be noted that S. 2718

contains extensive safequards in the case of controlling

investments to protect against unwise risk exposure.

-

Any controlling investment, even if less
than $10 million, must be approved by a
bank regulatory agency. Control is defined
according to Bank Holding Company Act

standards, i.e., 25% or greater voting
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" share interest, control of a majority of

the directors, or exercise of a controlling
influence.

No group of banks can acquire more than

50% of an ETC without pricr agency approval,

even if no one bank were to acquire a con-
trolling interest, and no bank were to

invest $10 million or more.

The agencies could disapprove any application

for investment where, in their judgment,
export benefits are outweighed by adverse
banking factors.

The agencies can impose conditions and
limitations on controlling investments to
limit a banking organization's financial
exposure or prevent possible conflicts of
interest or unsound banking practices.
The agencies must set standards on the
taking of title by banking organization-
controlled ETCs to ensure against any

unsafe or unsound practices that could

‘adversely affect a controlling banking

organization investor, including specifi-
cally with respect to the holding of

title to inventory.
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-- The agencies can examine banking organiza-
tion~-controlled ETCs and use cease-and-
desist authority to enforce any and all
requirements imposed under the law.

The effect of these safeguards is to make it
clear to all concerned that a bank cannot attempt an
unwise rescue operation of an ETC, that it must deal with
its affiliate on an arms-length basis, and that the ETC
must ultimately stand or fall on its own.

We believe it is much wiser to impose additional
limitations on bank~controlled ETCs than to prohibit such
control relationships altogether. In our judgment, the
latter course would, as this Committee has previously recog-
nized in lifting control restrictions on bank investnents
in SBICs (see pp. 9-10 supra), greatly discourage both
bank investment and the development of ETCs. Limiting banks
to minorit& positions also encourages the results that most
concern you Mr, Chairman =-- it reguires them to combine
with manufacturers and other commercial concerns in jointly~
owned trading companies and gives them less means for
controlling their own risk exposure.

In support of our recommendation, we would,
of course, be willing to work with your staff and that

of the banking agencies to develop whatever additional
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safeguards, if any, they might deem appropriate for ETCs
controlled by one or more banking organizations. TIn
particular, Mr. Chairman, we share the concern of the
Federal Reserve that they not be faced with extensive
rulemaking tasks under this legislation. Thus, we
believe it may be possible to develop more definite
statutory protections or standards on controlling
investments that would avoid the need for detailed

rulemaking and regulatory procedures.

CONCLUSION
I hope my testimony this morning has proved
useful to the Committee and my colleagues and I would,
of course, be pleased to answer any questions you might
have. I would also like to take this opportunity to
express our willingness to work with your staff on any
aspects of this legislation where our further input may

be of assistance.

The CHAIRMAN. Before I question you, I would like to take a few
minutes to call attention to what I think we have not had a chance
to discuss here, and it is unlikely we will, because you are here
primarily representing the bank communities—you should be—but
I am concerned about the effect this is likely to have on our free
.competitive system. After all we do extend Webb-Pomerene exemp-
tions to antitrust and yank out of the Justice Department, at least
part of the administration of antitrust. That is a power it had since
passage of the Sherman and Clayton Acts. The importance of this
is well stressed by a man a few years ago who said this and I will
read a short paragraph—

Over the years, the Federal Government, in Republican and Democratic Adminis-
trations, enacted the Sherman and the Clayton Acts to prevent concentrations of
power in plutocratic hands, and no wiser or more beneficial legislation has ever
been enacted in America for business. In Europe, where these laws are incompre-
hensible, and a cozy hand-in-glovism between governments and industries has its
expression in the cartel system, we see many brilliant accomplishments. But we
don't see any properly significant diffusion downward of the profits and benefits of

the industrial system, which, in this country, constitutes our most effective safe-
guard against radical infection in any large masses of our public.

That statement was made by your father, Adlai Stevenson.
[Laughter.]

Senator STEVENSON. I wish I could call him as a witness. [Laugh-
ter.]



133

The CHAIRMAN. So do I. Mr. McCormick, you make constructive
suggestions for modifications in the legislation. Do you oppose this
legislation unless those modifications are made? Its present form?

Mr. McCorMicK. We would oppose it with deep regret because
we think we need to develop export trading companies. It's ex-
tremely important that it be done. But we don’t think banks as a
bank should totally control them, and we are not convinced that
the only knowledge possessed in export trading is possessed by the
banking industry. We should feel highly complimented with the
impression that it is only the banks that have the wisdom to
accomplish this.

The CHAIRMAN. Mr. Stucky, in the past 6 years, we listened to
the questioning and some of the statements made this morning you
get the feeling this country has done very badly in its exports. In
the past 6 years exports increased an average 17 percent each year
and that very sharply exceeded the growth rate of GNP which
increased 10-percent average. It was a much higher rate of increase
than our inflation rate.

Imports during that period increased on the average of 20 per-
cent each year, true, but that was because of the sharp increase in
the price of oil. Not entirely but that was a big element. That
suggests to me the problem is on the import side of the balance
sheet, not the export side and it primarily revolves around the
ever-increasing price of oil and oil consumption. What evidence is
there that bank ownership and control of export companies rather
than banking participations represented by the Federal Reserve to
lessen equity ownership will serve the nation better?

LACK OF EXPERTISE

Mr. Stucky. Senator, I would try and comment to that question
in two ways. No. 1: It has historically been difficult for commercial
banks to provide international services to smaller customers. The
logical question is: Why? Generally there is a lack of expertise on
the staff of that exporter. He comes to you to seek free an informal
financial and international consultanting services. He takes the
recommendations that you make to him. You expect him to carry
out the recommendations in line with traditional practices relative
to the documentary aspects, the import license, the other govern-
mental regulations that have to be complied with in an export sale.
More often than not banks involved in international trade have in
fact found themselves in a difficult situation where they have
assumed that the customer was performing such things and it
turns out later on some aspect was overlooked. Suddenly you learn
there was not foreign exchange authorization from the importer’s
country thus, you face a possible loss if not covered with export
credit insurance. That kind of implied responsibility in relation to
the small fees you can earn from such business and the potential
adverse publicity one can get from the smaller businessman who
says I talked to my bank. They said do this. I did it and lost money.
That puts the bank in an awkward and embarrassing position in
the community. We like to avoid that type of responsibility where
documentary and other risks are not properly covered by a third
party.
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By dealing with an export trading company who specializes in
providing those services, the overall quality of the documentation
and the way in which the transaction is conducted will provide for
more prudent control of the transaction risks. That is the impor-
tant thing.

The CHAIRMAN. It is hard for us to find in the bill anything that
would focus or concentrate the promotion on small business. I take
it from your response that the principal benefit here would be that
the big exporter can take care of himself and is anyway, and
perhaps would not be part of an export trading company. But the
small business that is now left out feels incompetent to deal with
exports because it is a very big step. I cannot find anything in the
bi‘}l that would explicitly focus on the small businessman. What is
it?

Mr. Stucky. I do not know if it is specifically in the bill but I
would like to respond to it in this fashion. I agree with your
statement on the major multinational corporations, I believe they
have the skills and I believe they have carried out their responsi-
bility properly. We do not address their needs they have that
capability. In many instances, though, working with Department of
Commerce officials and trade seminars we hear of the problems I
related in my testimony, namely that small exporters do not know
how to locate a market or handle the documentation.

My feeling is that through the export trading company vehicle, a
bank has the opportunity through its calling efforts to introduce
potential exporters to a trading company who can provide nearly
the same level of expertise as is available at a multinational. A
bank has an incentive and desire to want to refer those potential
customers to a sophisticated, responsible firm, so that an export
sale is looked upon as desirable and profitable.

Likewise by having share control itself in the export trading
company, its policies, its management and practices, the bank be-
lieves it can both control the quality of the referral and quality of
the service which the exporter gets, and thus meet the needs and
ultimate goal of the exporter in this country and for improved
export positions and commitments.

AMENDMENTS

The CHAIRMAN. Let me ask about two amendments. The first
would confine this to small- and medium-sized businesses. What
would you think of that? If we had an amendment that provided
the grading companies would have a limit in the size of the busi-
ness?

Mr. Stucky. My offhand reaction is that it deserves merit but I
would like to cite one example which I think would be handicapped
if you adopted that particular amendment. Let us take the example
of a company, such as International Harvestor or Caterpillar, both
small major quality exporters. Small firms that make accessory or
complementary products for International Harvester or Cat Trac-
tor flows through the same distribution network, but the supplier
does not have a dealer network to sell its products. I could see
where those multinational corporations would set up separate
ETC’s to sell the complementary products which would benefit the
individual suppliers who do not presently have those kinds of
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export capabilities. I would not want to preclude that form of ETC
because of overly restrictive legislative language in S. 2718.

The CHalRMAN. How about another amendment? How about con-
fining this to financial services?

Mr. Stucky. I would have to ask the simple question: What are
financial services? I hate to make lists of things.

The CHAIRMAN. You just filed your position entirely on the basis
of financial services. Not the ownership of construction companies,
for example. Shipping lines. That kind of thing.

Mr. Stucky. Some banks—it depends on each bank’s own man-
agement philosophy and whether they feel they have the quality of
staff that could administer, for example, a construction contract, or
if they just wanted to limit financial services. Some regional banks
or some money center banks might be more inclined to provide
management and financial services for cement mills or other large
technical projects throught the life of a turnkey contract than
would certain other banks or firms.

I feel scribing out in the legislation just exactly how export
trading companies could operate in the future would be a mistake.
Flexibility is needed for the concept to evolve, in corporation with
regulatory control, so in the future we can adapt to the changing
trade and industrial patterns of the total global economy. We are
pioneering into new territory and thus I do not think we should be
too liberal. However, I do not think we should be too restrictive
either because it often becomes almost impossible to obtain change
down the road.

The CuairRMAN. Confine it to the areas, at least at first, of
financial services, perhaps small business, and see how that oper-
ates. Then move ahead if it appears to be necessary. Once you go
the whole way, there is no way you will cut back if it is a mistake.

Mr. Stucky. 1 think what we are trying to highlight is that
certainly myself as a banker and probably the members of this
committee cannot today perceive all the safe ways that an ETC
could or should operate.

The CHaIrRMAN. You then would favor this if it were principally
engaged but not solely engaged. Is that right?

Mr. Stucky. Yes, sir, but from the standpoint of my basic posi-
tion, the philosophy of how ETC’s can be used and should be
permitted to grow and develop in the international marketplace
should not be fixed at this time.

The CuamrRMAN. You are saying you would support an amend-
ment to the bill along these lines. I take it you did not object to the
first part of it, to invest in up to 20 percent. That was up to 20
percent. Not more. Up to 20 percent of a noncontrolling interest in
export trading——

Mr. Stucky. Our position is we support the bill as it was report-
ed out of the committee. We make the premise, however, or take
the position that if for some reason the Senate or Congress feels
that bank control of an ETC is not proper at this time then the
overall importance of exporting is so compelling that an accommo-
dation must be reached, we will listen and work with you in
developing it. The ABA feels that controlling ownership by a bank
of an ETC is preferable and prudent.
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The CHAIRMAN. You tock a diversion as you read your statement
than you did when you actually delivered it. You said when you
read your statement just what you said now—when you read your
statement this morning, but your prepared statement says the
following:

Should this Committee or the Senate, in its wisdom, seek to restrict bank partici-
pation in export trading companies, the American Bankers Association would sup-

port such efforts in order that this vital legislation may move expeditiously through
both Houses of Congress.

You said when you delivered your statement you would not
oppose it. Now you say you will not oppose it. But your written
statement, which I take it was approved by ABA, is that you would
support it.

Mr. Stucky. This final page was typed up somewhat late yester-
day afternoon and the statement per se has been modified and we
would like to submit that revised page which is correct in my
summary.

The CHaIRMAN. When you say you would not oppose but—you
would not take the initiative to support that change in the legisla-
tion; is that right?

Mr. Stucky. Yes. -

The CuairMAN. There is quite a difference. ABA is a very impor-
tant organization. We want to know where you stand. That is it.

All right, my time is up. Will you permit Mr. Bailey to respond?

Senator STEVENSON. Yes.

IMPORTANT FOR BANKS TO HAVE CONTROL

Mr. BamLey. We would feel it extremely important from just good
business sense to permit the bank to control for the safety and
security of the bank itself and its involvement in the ETC. I think
it is also extremely important that banks be permitted control
because I think in the near term it will be the banks who will
move first into trading companies. I think it will be sometime
before others go into it. Once they have seen the experience and
success of the banks, they will. I believe the banks have the confi-
dence to move into it.

From my own experience, I take a little offense at the fact there
are not people in banking today that could operate a trading com-
pany. I think there are people who moved from industry into
banking today and have the expertise to run trading companies
and run them properly at no greater risk to the banks—5 percent
of capital and surplus, legal lending limiting to 10 percent. We had
a trading company operating within the United States that went
under. I don’t remember any bank being going under as a result of
it.

Many banks were up to the legal lending limit with them. We
survived that. Keeping us to 5 percent on trading companies, we
can make it. You also threw in something about limiting us to
small- and medium-sized companies. Basically that is good but I
think the real quantum leaps in export as a result of the establish-
ment of trading companies will come in the ability to go out and
quoﬁg on and obtain the business on huge projects around the
world.
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If you travel and see the commercial attachés in each country as
we do they will tell you today that American companies just are
not out there any more because 15 American companies have to
come in, small, medium and large, to bid on a contract. The Japa-
nese come in with one bid covering the whole project. The guy on
the other end will be much more willing to look at that one bid
from a packaged trading company than they are 15 different people
coming in promising different delivery times, et cetera.

To keep the big companies out who may be important in project
financing, we are punishing ourselves in the opportunity the trad-
ing companies will provide. We need the quantum leap in exports.
Project financing is where we will get it.

The CHAIRMAN. My time is up.

Mr. PetErsoN. Can | ask on a point of clarification? We are
talking about a 20-percent noncontrolling investment. That does
not, say, preclude five banks getting together and having total
ownership of the company, does it?

The CHairRMAN. Not beyond 50 percent. That was the Fed amend-
ment. It couldn’t go beyond 50. Does that change the position?

Mr. PETERSON. No.

Mr. McCormMmick. No; it does not.

The CHAIRMAN. Senator Stevenson.

Senator STEVENSON. Thank you, Mr. Chairman.

Mr. Stucky, let me see if I can restate the position of the ABA so
there is not any misunderstanding in the record.

As your statement indicates, the American Bankers Association
strongly supports S. 2718, as reported by the committee, but you
would support restrictions on bank participation—additional par-
ticipations on bank participation in trading companies only if it
becomes necessary to secure legislation; is that your position?

Mr. Srucky. Yes.

Senator STEVENSON. I hope that does not become necessary. I will
come back to that.

First, another point needs to be clarified. The chairman’s ques-
tion, if I understood it correctly, was whether you would support an
amendment which restricted bank participation to less than 20
percent in the equity of a trading company and only with regula-
tory agency approval to companies engaged solely in export trade.

That phrase got by you, I think. Is there any one of you that
thinks it is possible to have a trading company engaged solely in
exports?

Mr. Stucky. Our full statement talks in terms of both exporting
and importing and other activities. So it is not to be solely export-
ing.

Mr. McCormick. The way I would like to respond to that is to
say we would support an amendment which would apply a stand-
ard to the principal material used in a range of, say, 80 percent of
the gross revenues or something along those lines, being primarily
involved in export trade.

We have a great deal of concern, very frankly, in terms of
talking about importing. After all, the committee report expressed
one of the reasons why the Webb-Pomerene associations have not
been successful in the last 60 years is because they lack sufficient
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product market domination to exert foreign market price control
and membership discipline.

Now, we may be willing to try to meet our foreign neighbors
with counter domination mechanisms, but I don’t think we will be
willing to do that to ourselves with importing functions in the
United States.

Senator STEVENSON. Are not you reading from the Chairman’s
dissent and not from the committee’s report?

Mr. McCormick. I will have to——

The CHAIRMAN. That’s the best part of the report. [Laughter.]

Mr. McCorMick. I was sure it was a general part of the report;
page 14, sir.

BARTER TRANSACTIONS

Senator STEVENSON. Anyway, trade is a two-way street. It’s be-
coming increasingly complex because of the unreliability of curren-
cies. It involves barter transactions. A lack of institutions which
transact by barter. Foreign trade. Increasingly, the instability of
currencies, the uncertainty about their value; trade frequently in-
volves third and fourth countries. Products may be sold in one
country in exchange for products which are sold in a third country
and so on. We do not have the institutions with which to conduct
such transactions.

That brings me to one of the continuing misconceptions about
this bill. It would provide small- and intermediate-sized firms a
chance, a possibility of exporting, but its purposes are not confined
to the small companies. It also provides the largest companies with
opportunities, as I think you, Mr. Bailey, emphasized, to package
the large transactions. These trading companies will represent
competing products, competing companies, and put together billion
dollar turnkey transactions.

They will represent the largest as well as the smallest corpora-
tions, and not only by putting together large transactions, but
sometimes very complex transactions involving barter in third and
fourth countries.

The largest countries will be beneficiaries of those services as
well as the smallest countries. If there is any doubt about the
importance, look at the experience of foreign trading companies.

I personally would be opposed to anything that gutted this bill by
attempting to confine it to some arbitrarily defined sizes of the
companies. They will also end up suffering as a result of the lost
opportunities that the small companies have to supply the large
companies which benefit as a result of the services from trading
companies.

Now, I have no problems with the suggestions that have been
made about the word “principally”; or the definition of bankers’
banks. I already mentioned we ought to work out language that
eliminated any of the present concerns about the involvement of
trading companies in nontrading, nonbanking activities. Those
problems alluded to can be taken care of. If so, we are pretty much
reduced to this issue of control.

So, let me ask you, Mr. Stucky, how important it is. Would banks
invest in trading companies without control? How much difference
to the attitudes and probable investments would it make if they
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were deprived of an opportunity to acquire controlling interests in
trading companies?

Mr. Stucky. Senator Stevenson, I think, to repeat a couple of
things that have been said, in our statement we make a case that
controlling investment in an ETC we feel is the best position for
commercial banks because they are indeed complying with respon-
sibilities, vis-a-vis the things which happened with the REIT's.

We have tried to recognize that regulators and Members of Con-
gress may see this as invading a new territory where they would
not like to have such potential broad ownership by banks in export
trading companies that could control other businesses. We are
prepared to listen and to finding a way to make this bill accept-
able, both to our own constituency and to the Congress in the hope
of creating a positive thrust to the overall export efforts of this
country. If that means reducing the ownership from less than 100
percent to some other level, then we are prepared to consider lesser
ownership initially if we are satisfied that the legislation assures a
regulatory review process—based on impirical experience of ETC’s
to ultimately allow banks to have controlling interest of an ETC.

Senator STEVENSON. That is not my question. What if we did put
in a new restriction and effectively prevented banks from acquiring
controlling interests. What would be the effect of such a restriction
on t?he attitude of banks toward participating in trading compa-
nies?

Mr. Stucky. I will speak in the case of—I think I understand
your question better with the help of Mr. Valentine. If I do not, be
patient, I will get to it.

In the case of my own bank we have looked into this with some
interest; have decided that it would not be essential for us to have
any more than 20-percent control. We know there are other region-
al banks similar in size to ourselves which have somewhat different
philosophies. First Wisconsin thinks that a successful ETC shouid
combine the talents of an experienced marketer to be able to
handle the marketing side of the export trading company activities,
andEari}(sjo and EMC to handle the distribution and service aspects of
an .

From that standpoint, my own bank could be satisfied with that.
I think within the industry, that would not necessarily be the
general position. Each bank has its own management philosophy
for good reasons and often with similar results. The ABA export
task force on ETC’s and the discussions held at a recent Govern-
ment relations council meeting indicated that most U.S. banks
studying the ETC concept generally held expectations that they
would be allowed, under S. 2718, to have controlling interest in an
export trading company. It is our impression that many banks
would not be strong supporters of, or investors in, FTC’s unless
they would be allowed to have effective control, with appropriate
regulatory safeguards or controls, in an ETC which they were
associated with.

I will ask Mr. Valentine to comment in the case of his own bank,
or generally.

Mr. VALENTINE. Without giving the views of my own bank, which
] am not prepared to do at this time, there is one consideration I
think about a bank’s having control of an ETC which would be
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sufficient reason for excluding the 20-percent level we have been
discussing. It is simply this: One could perceive of certain situa-
tions in which a bank would be committing more than just funds
when investing in an ETC enterprise. For one reason or another,
publicity, what have you, strong public identification would be
likely to emerge as a result of this investment. Therefore, funda-
mental to investing in an ETC, a bank would be committing the
most important thing it has. That is to say, it would be investing
its reputation, its respect, and overall public relationship in the
community as well as its funds. Therefore, I can conceive of many
situations where a bank could be most reluctant to embroil itself
into this kind of activity unless it can be assured that it could
protect its fundamental base values which it had accummulated
over the years. These values would have to be kept absolutely
impeccable.

The upshot of this is that our view is if you wish banks to
participate in the ETC type of business—by promoting foreign
trade—then it could be best to leave the question of how much
percentage a bank could be permitted to put into the ownership of
an ETC unanswered and openended.

On the other hand, it is the ABA position, which we fully sup-
port, that if in the wisdom of the Congress this committee, it is felt
that there must be a 20-percent limitation, to obtain passage of this
legislation, then, of course, we think the ETC concept is so impor-
tant that the committee should not jeopardize the bill for any
reason.

I hope that answers your question.

Senator STEVENSON. I understand the position, but—are there
any other responses to the main part of the question, which is what
would the effect of that 20-percent limitation be on the participa-
tion of banks in trading companies?

Mr. McCormick. I might say briefly for our constituency, which
are the smaller banks in the country, by and large, that if the bill
was passed, we would have our banks going together in groups to
get involved and there would not be any problem at all. I would be
surprised to find a bank of less than $100 million wanting to
control or own an export trading company of its own.

Senator StevEnsoN. What if they were excluded or prevented
from acquiring more than 50 percent?

POTENTIAL CONFLICT OF INTEREST

Mr. McCorMick. That would be an acceptable limitation. I would
want to say we have real concerns about this bill. They are in the
area of potential conflict of interest.

From the point of view of if these companies became subsidiaries
of the banks, the banks’ liability and relation to those operations
will pretty well be the total limits of the operations rather than
just what they have invested. The concept that the trading compa-
ny would have to have a name other than a bank in order to not
trick people I think is simplistic. People know who owns the place.
If it is a bank, they rely on it. So we have real concerns in that
area.

We have some conflict-of-interest concerns. You have to remem-
ber these people are not only exporting but they are importing.
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They have an opportunity to suggest to people not only where they
sell, but where they buy.

Senator StevENSON. Could we just hear from Mr. Bailey?

The CHaIRMAN. Certainly.

Mr. Bawey. If I may, I would like to refer the committee to
testimony by Mr. Paul Cooper, president and chief executive officer
of Acme Cleveland Corp., a major machine tool builder in the
United States, before the House Subcommittee on International
Trade, July 1. He was also speaking on behalf of the National
Machine Tool Builders Association.

1 think we recognize this is one of the industries where we have
a great opportunity for increasing our exports, and there are prob-
lems. Trading companies can really help them. He states quite a
case here. Part of his presentation for allowing control by banks of
trading corporations.

He gets into this. We had no influence on this. We did not
know~—1I do not think anybody in our area knew he had been down
testifying.

In our view, any legislation purporting to encourage United States export through

the facilities of export trading companies which does not permit bank participation,
and in some cases the right of bank control, is only a half step.

Senator STEVENSON. Thank you, Mr. Chairman.

The CrAmrMAN. Well, 1 take it, Mr. Stucky and Mr. McCormick
both feel—Mr. Stucky, you feel you would prefer the bill as is, but
you would not oppose the limitations which the Fed proposed; is
that right?

Mr. Stucky. That is correct.

The CHARMAN. Mr. McCormick, you support the Fed position?

Mr. McCorMick. Yes; we do.

The CrairmAN. I have one point. That is to commend you, Mr.
McCormick. Your eye is sharper than mine. I could not say when
you said this, when you made your reference to the Webb-Pomer-
ene associations formed over 60 years lack sufficient product
market domination to exert foreign market price control and mem-
bership discipline. That is from the committee report, page 14.

My dissent does not start until page 31. That was the body of the
report. That is what the majority said. Price fixing; that is what
they want.

Thank you very much, gentlemen. We appreciate your testimony.

The CHAirMAN. Next we have E. S. Finley, Prof. Robert C. Clark,
and Mr. Inman P. Ellis. We are especially honored to have a
former member of the committee, Senator Clifford Case from New
Jﬁrsey grace this committee. Senator Case is in great physical
shape.

Mr. Finley, you know the hour is late. We would appreciate it if
you could abbreviate your remarks.

STATEMENT OF E. S. FINLEY, PRESIDENT, INTERNATIONAL
COMMODITIES EXPORT CORP.

Mr. FinLey. Thank you, sir.

Mr. Chairman, my name is Emil Sherer Finley. I am president
and chief executive officer of the International Commodities Export
Co., a firm which I founded over 30 years ago and which has

66-942 0 - 80 ~ 10
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become a prominent exporter of agricultural chemicals, with an
annual volume close to a quarter of a billion dollars.

May I first express my appreciation for the opportunity to
appear today before you and your committee to present my views
and those of my company in connection with S. 2718,

Nobody can question the importance of increased exports to our
economy. While those of the other industrialized countries fre-
quently represent 20 to 40 percent of their gross national product,
ours represent barely 10 percent. With a continuing annual trade
deficit running into many billions of dollars, it is understandable
that all of us are deeply concerned. Unfortunately, some well-
meaning legislators and certain private interests are creating a
climate of panic to gain quick acceptance of solutions which even-
tually will hurt our country much more than the current deficits.
Indeed, I am sad to note that Congress can only come up with a bill
to encourage the creation of U.S. trading companies and expanded
antitrust exemption of U.S. export activities by amendment of the
Webb-Promerene Act.

These voices are simply saying that if we will allow virtually
unbridled price fixing, with immunity under antitrust laws, our
failure to export a substantial share of our gross national product
will have been corrected. I am chagrined by this bill as a business-
man, as an exporter, as an entrepreneur and as an economist.

For the past two decades, we have been told over and over again
that billions of dollars worth of potential annual export business is
neglected because small- and medium-size producers are unable to
develop foreign markets. We have also been told that only 1 in 10
U.S. manufacturing firms sells abroad. We are told that this new
legislation would help materially to get these small producers to
export. The fallacy of it is that the world has changed in the last
quarter of a century and even the developing and underdeveloped
countries now have local industries which can produce the needed
goods we are talking about and, therefore, in most cases, make it
almost impossible for the United States to succeed in such exports.
We are also told that important service contracts abroad elude our
major contractors, but there is nothing in our antitrust laws that
prevents our major contractors to join together in projects.

This highly publicized bill, S. 2718, tells us that we should go the
OPEC way. My personal experience tells me otherwise. One meas-
ure of the success of my company is the fact that, since 1948, U.S.
exports have gone up 1,400 percent, while our own exports have
gone up 9,200. We did not need any protective devices or legislation
to do this. We were able to do it because we paid close attention to
the forces of supply and demand and because we were willing to be
competitive. Surely, we have shown that we are in favor of expand-
ing U.S. exports by making this contribution over the years. We
are in favor of further expansion, but we believe that such expan-
sion should be on the basis of increased, and not restricted, compe-
tition.

COMMITTEE WARNED OF DANGEROUS FEATURES

The purpose of my coming here is to warn this committee of the
dangerous features of any expansion of the antitrust exemptions
under the Webb-Pomerene Act. I have testified in 1978 before the
National Commission for the Review of Antitrust Laws and Proce-
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dures. I have also presented a lengthy policy statement before the
National Journal’s policy forum in 1979.

I have testified before the Subcommittee on Foreign Commerce
of the Committee on Commerce on S. 2754 in January 1972. 1
request that all of these statements and enclosures be included in
the hearing record.

The CHairMAN. Without objection.

[Information follows:]

[Reprinted from hearings of January 1972 before the Subcommittee on Foreign Commerce of the Senate
Commerce Committee titled “The Export Expansion Act of 1971")

Mr. WARREN C. MAGNUSON,
Chairman, U.S. Commerce Committee,
Washington, D.C.

Dear MR. MagnusoN: Pursuant to the request of Business International (D&B)
relating to the proposed bill S. 2754 concerning export expansion activities and
related purposes. I request the following statement and enclosures be included in
the Hearing Record:

I have read carefully the proposed bill S2754 and I am shocked and horrified by
the proposed Titles VI and VII respectively relating to joint and chartered export
associations. I am sure that there are few of us who do not recognize the importance
of the expansion of our export trade. As president and chief executive of a well-
known and successful export company with a tradition in international trade going
back to the 19th century, I would hope to be well qualified to analyze and evaluate
the disastrous effect that these two titles would have, not only on export trade of
the U.S. as a whole but on life in the U.S. as we know it. Titles VI and VII are a
carte blanche to unbridled price fixing, quotaing and restrictive practices of the first
order which would transcend any of the past and present conspiracies, be they here
or abroad, and therefore, would without any doubt materially affect competition and
our lives in these United States to a point where each and every one of our citizens
would suffer. Titles VI and VII of this bill would generate a new gigantic tidal wave
of inflationary pressures which, added to the current inflationary waves and their
propensities, could consume our economy.

With the possible exception of Titles III through V and above-mentioned Titles VI
and VII, the other titles of the proposed bill could be of great help to the export
trade and to our economy. I am particularly alluding to the ocean freight rate
disparities which our company has been fighting for a great many years, including
our own complaint several years ago to the Federal Maritime Commission.

The proposed relief from antitrust prosecution would lead us in the opposite
direction from the one in which the United States should be going.

I have lead this company over the past two decades from relative obscurity to
international prominence in the line of fertilizers and allied products. Throughout
that time, this company has been compelled to compete strenuously against foreign
cartels. We were able to do this effectively because we have been expressing judi-
ciously the forces of supply and demand as it became necessary, and we have not
been paying homage to any artificiality of the marketplace nor rigging the market.
Our record is that of continued success. One measure of this could be provided by
comparing U.S. exports as a whole in 1947 with those in 1971 on the one hand and
our own exports in 1947 and 1971, on the other, U.S. exports in the past quarter of a
century have gone up 300 percent while our own exports have gone up 4000 percent!

Throughout and prior to that time, various export associations have come and
gone. Basically, their success was miniscule if at all, and their presence generally
restricted rather than expanded U.S. foreign trade.

I should like to draw your careful attention to the hearings before the Subcommit-
tee on Antitrust and Monopoly of the Committee on the Judiciary, U.S. Senate, 90th
Congress, First Session, pursuant to S. Res. 26, which took place on June 23 and
June 26 through June 30, 1967 (U.S. Government Printing Office 87-083). During
those hearings, the international aspects of antitrust were discussed in minutest
detail comprising a complete review of the Webb-Pomerene Act of 1918, over half a
century during which this act was put to test. It is a sorry picture covering 50 years
of utter failure of export associations, proving over and over again that they did not
offer any significant advantages to the U.S. over exporting product through export
merchants. The study confirmed the fact that a specialized export firm has far more
to offer at any time than has an association.

The proposed Title VI and VII of bill S2754 would set our clock back not by just
50 years, but I dare say more likely by 250 years.
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It is in consideration of the all-important aspects of this proposed bill that I wish
to stress the effects that Titles VI and VII could have on our economy, both with
regard to preserving competition and arresting inflationary pressures to ensure that
the U.S. again become an effective force in international commerce.

In support of my statement, I am enclosing photostats of the following documents
which I request be also included in the Hearing Record:

1. Letter from E. S. Finley, President of International Commodities Export Corp.
(ICEC) to Maurice H. Stans, Secretary of Commerce, dated July 6, 1971.

2. Letter from Sam J. Ervin, Jr., Senator from North Carolina, to E. S. Finley,
dated July 12, 1971.

33. Letter from Hugh Scott, Senator from Pennsylvania, to E. S. Finley, dated July
13, 1971.

4. Letter from Edward J. Gurney, Senator from Florida, to E. S. Finley, dated
July 14, 1971,

5. Letter from Jacob K. Javits, Senator from New York, to E. S. Finley, dated July
19, 1971.

6. Letter from John V. Tunney, Senator from California, to E. S. Finley, dated
July 22, 1971.

7. Letter from Maurice H. Stans to E. S. Finley, dated August 3, 1971.

8. Letter from E. S. Finley to Maurice H. Stans, dated August 17, 1971.

9. Letter from Vincent D. Travaglini, Director, Foreign Business Practices Divi-
sion, to E. S. Finley, dated August 26, 1971,

10. Letter from E. S. Finley to Vincent D. Travaglini dated September 17, 1971.

11. Lets;:;r from E. S. Finley to the President of the United States, dated Septem-
ber 17, 1971.

12. Letter from Vincent D. Travaglini to E. S. Finley, dated September 27, 1971.

13. Letter from the White House by Peter M. Flanigan. Assistant to the President
to E. S. Finley, dated October 4, 1971.

14. Letter from Philip A. Hart, Senator from Michigan, Chairman of the Subcom-
mittee on Antitrust and Monopoly, to E. S. Finley, dated October 14, 1971.

All the above correspondence focuses on the antitrust aspect of export associ-
ations, be it under the aegis of the Webb-Pomerene Act or, worse still, under Titles
VI and VII of the proposed bill S2754.

Secretary Stans, in his letter to me of August 3, indicated that he is “inclined to
the view that the Act has not been utilized to its full potential as an effective
instrument for the promotion of exports” and that “. . . joint exporting is being
successfully employed in all of the major exporting countries.” The antitrust laws of
most, if not virtually all our foreign competitors are totally emasculated and mean-
ingless. It is for this reason that antitrust exceptions and techniques similar to the
Webb Act and that described in Titles VI and VII of the proposed bill S2754 outside
the U.S. appear effective. Here in the U.S,, we would refer to these as illegal cartels,
conspiracies frequently harming the respective nations in the long run.

Even with this lack of adequate antitrust laws abroad, most of these cartels when
faced with the reality of supply and demand, have failed miserably. For example,
when the supply of certain fertilizers by far exceeded the demand on a global basis,
the well-known European fertilizer cartel “Nitrex” and the Japanese fertilizer
cartel “Japanese Ammonium Sulphate Export Association”” suffered bad defeats in
the marketplace resulting in heavy losses for the respective industries. The United
States’ own performance of “legal” associations has contributed just a little more
than half of one percent toward our overall exports in the last 50 years of experi-
ence. With virtual full protection from antitrust prosecution, this is truly a miser-
able performance. Surely our productivity is not going to be enhanced by restrictive
practices, legalized conspiracies and quotas. These are not the techniques which at
one time helped us to be the greatest economic power in the world.

It is my fervent hope that you will examine the record of these associations as
revealed throughout the 364 pages of Document 87-083 covering the above-men-
tioned 1967 Hearings on International Aspects of Antitrust. It is also my plea to you
that, predicated on these extensive studies, the idea of Titles VI and VII of the
proposed bill S2754 be totally abandoned and that antitrust laws governing export
associations be strengthened in the most forceful manner to assure that economnic
decisions be made by the greatest number of people in the marketplace and not
through contrived combines with dubious and erring decisions of the few which
h_a\}lle proved so harmful to the totalitarian economies, be they of the left or the
right.

Sincerely,
E. S. FINLEY, President.

Enclosure.
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Juvy 6, 1971.
MR. MAURICE H. Stans,
Secretary of Commerce,
U.S. Department of Commerce. Washington, D.C.

My Dear MR. SECrRETARY: On June 26, you declared that the United States “has
been losing and is continuing to lose its competitiveness in world markets”. You
also stated that our competitive advantage has been lost in terms of price, produc-
tivity and technology, and that our competitors have been trying harder than the
United States has to make export sales. The remedies that you suggested comprise
an increase of our investment, especially in research and development, in addition
to appropriate investment credit and accelerated depreciation allowances, particu-
larly for those industries which will provide the bulk of the future’'s exports.

The other suggestion which you made was that “we need to examine our antitrust
philosophies” which “may no longer be appropriate for industries competing against
foreign producers free of such restraints”. We think that your appraisal of the U.S.
position as an exporter is realistic. We also think that your suggestions, with the
exception of the latter one, are helpful. However, we believe that your proposed
examination of our antitrust philosophies should be running in the opposite direc-
tion from the one which you recommend.

I am the president and chief executive of a fertilizer exporting company. Our
annual exports are about $45-million, representing close to 25% of the total United
States’ manufactured fertilizer exports. I started this company virtually from
scratch after World War II and have let it through more than 20 years from
obscurity to prominence. In addition to fertilizers, we handle certain chemicals and
some equipment.

Throughout this period of time, we had to compete against various foreign cartels.
We were effective because we were not encumbered by commitments to any groups.
And we could give free expression to the forces of supply and demand as we saw fit
and necessary. The advocates of more liberal antitrust laws insofar as foreign trade
is concerned, appear to be oblivious to the fact that the international aspects of
antitrust were carefully reviewed by the United States Senate in 1967 when review-
ing the Webb-Pomerene Act of 1318 on June 23, 26, 27, 28, 29 and 30 of that year.

These hearings have proven beyond any doubt that half a century of experience
with the Webb-Pomerence Act, which virtually freed the trade associations from
any antitrust obligations or prosecution, have not proven to be an effective instru-
ment either for the expansion of U.S. exports as a whole or for the expansion of
exports by small firms. The hearings also concluded that the Webb-Pomerene associ-
ation did not offer significant advantages over exporting through brokers and export
merchants. It further stated that “in most industies, a specialized export firm has
more to offer to the small exporter than has an association’”.

The further conclusion of the hearings was that “nothing in the changing envi-
ronment of American involvement of economic and international activity justifies
an expectation that the Webb-Pomerene Act will assume increased significance as
an instrument to promote overall U.S. exports” . . . “the major beneficiaries have
rarely been firms that needed to cooperate to cope more effectively with the bar-
gaining power of foreign buying cartels.”

Conversely, large companies who operate foreign manufacturing subsidiaries or
collude with foreign producers and are generally members of oligopolies are most
likely to yield undesirable anticompetitive effects.

Export competition of the United States should be encouraged if the US. is to
participate to a great degree in international trade. Any easing of antitrust philos-
ophies will have the reverse effect and would cause this nation to be less effective
against foreign cartels.

The other problems, i.e., that of price and productivity, of course gets us into the
area of labor costs. Some segments of our basic industries have been rebuked on
various occasions for raising prices of their products. However, these increases were
by and large caused by extraordinary increases in wages of organized labor over the
past several years. It should be noted, however, that the wages of unskilled labor in
the last decade have been lagging behind corporate profits. On the other hand, the
wage demands of organized labor, particularly in our basic industries and the
exercise of its power, have had little regard for the productivity of labor, and
therefore, it must be of vital concern to us at this crucial time. The necessity for
price and wage stabilization is long overdue: the meant os collective bargaining as
applied today are inadequate; and the continuing series of strikes are irreparably
hurting this nation. For a great many of these conflicts, some form of arbitration in
the area of wage bargains must be applied. In addition, the guestion of antitrust
violations in the area of labor should also be looked into just as hard as they should
be looked into in the area of various industries, including the multinational com-
plexes. Without applying ourselves to these problems, and without a speedy resolu-
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tion, there is little hope for our recovering from the blows which we suffer in the
world marketplace.

With continued inflation at home, only partly mitigated by monetary and fiscal
policies, and without these specific policies to moderate wage and price increases, we
shall continue to persist in deficit in the nation’s balance of international payments.
It would seem to me that the price and wage stability at home and increased
productivity are the first and foremost considerations at this time to achieve the
desired results.

Respectfully yours,
E. S. FINLEY, President.

U.S. SENATE,
Washington, D.C., July 12, 1971.
Mr. E. S. FINLEY,
President, International Commodities Export Corp.,
New York, N.Y.

Dear Mr. FinLEY: This is to acknowledge receipt of your July 7, 1971 letter in
which you enclosed a copy of your communication to Secretary of Commerce Mau-
rice H. Stans relative to a proposal to liberalize anti-trust laws insofar as foreign
trade is concerned.

I am grateful to you for giving me the benefit of your thinking on this matter,
and send you my kindest wishes.

With best wishes,

Sincerely yours,
Sam J. Ervin, Jr.

U.S. SENATE,
Washington, D.C., July 13, 1971.
Mr. E. S. FINLEY,
President, International Commodities Export Corp.,
New York, N.Y.
Dear MR. FinNLEY: Thank you for your letter, and for the enclosure written to
Secretary Stans. I, too, share your concern. You can be assured that I will consider

your views when this matter comes to the Senate for consideration.
With best wishes,

Sincerely,
HuGH ScoTT.
U.S. SENATE,
CoMMITTEE ON GOVERNMENT OPERATIONS,
Washington, D.C., July 14, 1971.
Mr. E. S. FINLEY,

President, International Commodities Export Corp.,
New York, N.Y.

Dear Mr. FiNnvLEY: Thank you for your recent letter concerning the Administra-
tion’s anti-trust policies.

You may be assured that I shall give this matter my closest attention when it
comes before the Senate.

Thank you for taking your time to advise me of your views.

With best regards,

Sincerely yours,
EDwWARD J. GURNEY.

U.S. SENATE,
CoMMITTEE ON FOREIGN RELATIONS,
Washington, D.C., July 19, 1971.

Mr. E. S. FiNLEY,

President, International Commodities Export Corp.,

New York, N.Y.

Dear MR. FINLEY: Thank you for sending me a copy of your thoughtful letter to

Secretary Stans.
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The issue of antitrust reform is one of first importance. I have introduced legisla-
tion to create a commission to review and recommend revision of the antitrust laws.
It is my hope that such a commission can convene and study a broad range of
economic and antitrust questions before specific items of legislation are enacted. In
the course of such a study, full consideration should be given to the type of concerns
voiced in your letter.

I appreciate having the benefits of your thoughts and experience.

With best wishes,

Sincerely,
Jacos K. JaviTs.
U.S. SENATE,
CoMMITTEE ON PuBLIC WORKS,
Washington, D.C., July 22, 1971.
Mr. E. S. FINLEY,
President, International Commodities Export Corp.,
New York, N.Y.

Dear MR. FinLEY: Thank you for your letter and copy of your letter to Secretary
Stans. | appreciate your keeping me informed.

Sincerely,
JouN V. TUNNEY.
THE SECRETARY OF COMMERCE,
Washington, D.C., August 3, 1971.
Mr. E. S. FiNLEY,
President, International Commodities Export Corp.,
New York, N.Y.

DeEar Mr. FINLEY: [ have read with interest your letter of July 6 commenting on
my remarks before a subcommittee of the Joint Economic Committee last month
during hearings on some of the problems the United States faces in its international
economic relationships.

References to antitrust in my statement to the subcommittee were necessarily
brief in view of the broad scope of the subject matter under consideration. [ was
mainly concerned to get across the point that foreign governments utilize antitrust
as a flexible trade promotion device. In the light of our present balance of payments
problems, resulting partly from a deteriorating trade position, I felt we might well
reconsider some of our present policies and practices ranging across the area of
competition regulation.

Although I did not address myself directly to the Webb-Pomerene Act, I am
inclined to the view that the Act has not been utilized to its full potential as an
effective instrument for the promotion of exports. This concerns me because joint
exporting is being successfully employed in all of the major exporting countries.
Two of our strongest competitors—Japan and Germany—encourage export associ-
ations and cartels and have large numbers of such joint export groups which
operate under broad exemptions from their respective national antitrust laws.
Therefore, while the Webb-Pomerene Act may not be the answer to all of the
problems of foreign marketing, it can be a useful tool, given proper implementation
and with appropriate safeguards.

Other steps should be taken to improve our export competitiveness. The proposal
now before Congress to provide additional export financing facilities to the Export-
Import Bank is of major importance in this respect. Our exporters also attach great
importance to the Administration’s proposal to permit the establishment of Domes-
tic International Sales Corporations which would be entitled to a tax deferral
privilege on their export income. Another proposal, on which the House and Senate
are currently holding hearings, would authorize the Department of Commerce to
support private industry participation in voluntary international standardization
activities so as to insure the acceptability of U.S. made goods in world markets from
the standpoint of measurement and performance requirements. These measures,
together with the Administration's anti-inflation policy, will help overcome our
present higher unit labor costs.
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I want to congratulate you on your company’s outstanding export performance,
and hope that you will continue to let us have the benefit of your views and
experience.

Sincerely,
Maurice H. Srans.

VIRGINIA PORT AUTHORITY,
AGENCY OF THE COMMONWEALTH OF VIRGINIA,
Tokyo, Japan, January 19, 1972.
Hon. WARREN MAGNUSON, .
U.S. Senate,
Washington, D.C.

DEAR SEnNaTOR Macgnuson: As | explained in my last letter to you, there is an
association of the American Chambers of Commerce in the Far East and Australia/
New Zealand known as the Asia Pacific Council of American Chambers of Com-
merce (APCACQ).

At a meeting a few days ago of the APCAC Liaison Committee of the American
Chamber of Commerce in Japan, your Senate Bill 2754, a bill to authorize the
Secretary of Commerce to engage in certain export expansion activities, was dis-
cussed at length. It appeared to be the consensus of the many members present that
they approved in general this bill and were in favor of supporting it as associations
and individuals.

I thought you’d like to know this.

Sincerely,
W. J. Young,
Director for Far East.
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STATEMENT BY
EMIL SHERER FINLEY
PRESIDENT AND CHIEF EXECUTIVE OFFICER
INTERNATIONAL COMMODITIES EXPORT COMPANY
BEFORE THE
_COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS

UNITED STATES SENATE

JuLy 25, 1980

t

Mr. Chairman:

My name is Emil Sherer Finley. I am President and Chief Executive
Officer of the International Commodities Export Company, & firm which
I founded over 30 years ago and which has become a prominent exporter
of agricultural chemicals, with an annual volume close to a guarter

of a billion dollars.

May I first express my appreciation for the opportunity to appear
today before you and your committee to present my views and those

of my company in connection with $.2718.

Nobody can question the importance of increased exports to our
economy. While those of the other industrialized countries frequently
represent 20 to 40% of their gross national product, ours reprasent
barely 10%. With a continuing annual trade deficit running into

many billions of dollars, it is understandable that all of us are
deeply concerned. Unfortunately, some well-meanin¢ legislators and

certain private interests are creating a climate of panic to gain
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quick acceptance of solutions which eventually will hurt our country
much more than the current deficits. 1Indeed, I am sad to note that
Congress can only come up with a bill to encourage the creation of
U.S. "trading companies” and expanded antitrust exemption of U.S.

export activities by amendment of the Webb-Pomerene Act.

These voices are simply saying that if we will allow virtually un-
bridled price fixing, with immunity under antitrust laws, our
failure to export a substantial share of our gross national product
will have been corrected. I am chagrined by this bill as a

business man, as an exporter, as an entrepreneur and as an economist.

For the past two decades, we have been told over and over again that
billions of dollars worth of potential annual export business is
neglected because small and medium size producers are unable to
develop foreign markets., We have also been told that only one in
ten U.S. manufacturing firms sells abroad. We are told that this
new legislation would help materially to get these small producers
to export. The fallacy of it is that the world has changed in the
last quarter of a century and even the developing and under-developed
countries now have local industries which can produce the needed
goods we are talking about and therefore, in most cases, make it
almost impossible for the U.S. to succeed in such exports. We are
also told that important service contracts abroad elude our major

contractors.
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But there is nothing in our antitrust laws that prevents our major

contractors to join together in projects.

This highly publicized bill, S.2718, tells us that we should go the
OPEC way. My personal experience tells me otherwise. One measure
of the success of my company is the fact that, since 1948, U.S.
exports have gone up 1400%, while our own exports have gohe up 9200%.
We did not need any protective devices or legislation to do this.

We were able to do it because we paid close attention to the forces
of supply and demand and because we were willing to be competitive.
Surely, we have shown that we are in favor of expanding U.5. exports
by making this contribution over the years., We are in favor of
further expansion, but we believe that such expansion should be on

the basis of increased, and not restricted, competition.

The purpose of my coming here is to warn this committee of the
dangerous features of any expansion of the antitrust exemptions under
the Webb-Pomerene Act. I have testified in 1978 before the National
Commission for the Review of Antitrust Laws and Procedures. I have
also presented a lengthy policy statement before the National

Journal's Policy Forum in 1979.

I have testified before the Subcommittee on Foreign Commerce of the
Committee on Commerce on S.2754 in January, 1972. I request that
all of these statements and enclosures be included in the hearing

record.
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In many of these papers, I have described typical Webb-Pomerene
associations and have shown that, contrary to the generally accepted
concept, the expansion of the Webb-Pomerene Act's antitrust exemp-
tion will not stimulate an increase in our exports. As we all know,
- this exemption was intended by Congress originally to enable small
U.S. businesses to compete against the then prevailing European
cartels. Contrary to this intent, this exemption has enabled, in
fact, laxge U.S. companies to form cartels of their own, most often
;g the areas where there is practically no foreign competition.
Moreover, this exemption has discouraged, and not encouraged,
competition and has led, and contirues to lead, to further U.sS.
cartelization and control over the flow of U.S. exporis. If exports
are being restrained now, as they certainly are, they would be
restrained even more if such bills were to pass. The most disturbing
fact about all this is that the Webb-Pomerene associations benefittirg
from antitrust exemptions are composed mostly of members which,
together, dominate also our domestic scene. Their immunized actions
taken with respect to export pricing and setting quotas have a direct
and adverse effect on the domestic market which they are able to
influence simultaneously. Thus, our farmer, our worker, our trades-
man and, of course, our consumer, is forced to pay higher prices

for the product.

The 1967 FTC study and hearings on the operation of Webb-Pomerene
conducted by the U.S. Senate demonstrated how little that Act and
its antitrust exemption have done to encourage U.S. exports since
1916. To stimulate U.S. exports, we do not need the continuation

and expansion of an act which encourages anti-competitive behavior.
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We need, instead, to recognize that our failure to gain our appropriate
share of the export market is due to this very anti-competitiveness
which, in turn, contributes dramatically to our overall declining
productivity, inflation and much, much higher dcmestic prices of

‘products.

The companies who need it the least benefit from the anti-competitive
blessing of Webb-Pomerene and have produced hordes of witnesses to
testify about the desirability of continuing that blessing. The
general public who will be adversely affected cannot usually muster

the resources to make its voice heard.

Our export markets will expand with more - not less - competition.
Companies such as ours can contribute to the give and take of the

marketplace if they are allowed to.

As my National Journal article illustrates graphically, the Webb-
Pomerene associations operate by excluding such companies as ours
from the marketplace so that prices can be set for export and

domestically production can be restricted.

The bill would also permit banks, bank holding companies and inter-
national banking corporations to own export trading companies. The
arguments for doing this point to the fact that bank organizations
are able to reach out to a large number of small and medium size
companies who may manufacture exportable products. My question is
-- why don't these banks reach out to these companies now? Or for
the past 25 years without this legislation? The other argument for

the banks to participate is that their international branches and
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correspondents are in an excellent position to identify potential
foreign markets and customers. Surely, they have been doing this
for many decades and any exporter or manufacturer can get the banks
to give them that information. Why is it, then, that they are
.asking for this legislation? My suspicion is that the power of

the banks would be enhanced without corresponding contribution
toward the expansion of exports, but with dramatic increase in the
leverage which the banks would have to control and restrict exports
to achieve their specific objectives and reducing the competition
between the banks and making it even less likely for an independent

exporter to be able to obtain suitable financing.

It is noteworthy that a number of commissioners of the National
Commission for the Review of Antitrust Laws and Procedures favored
outright repeal of the Webb-Pomerene Act. Their instinct was right.
It is increased competition and increased productivity of capital
and labor that represent the foundations on which to build an
expanding export trade. It is the essence of free trade and of
America. We should all keep these points in mind when the decisions

are made on the new export policy of our country.
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Touly 27, 1978

Statcment by E. S. Finley
Before the National Commission for
the Review of Antitrust Laws and Procedures

De~-Mything Webb-Pomerene

A Statement by Emil Sherer Finley

' I came here to talk about Webb-Pomerene associations
and their etfects on foreign and Zomestic trade. In 30

years of experience in the export business, I have dealt

and competed with six Webb Pomerene assocxatlons. I have

seen what they do and the effects of their actions.

Two Myths

There are Two Myths about these associations that
everyone who comes in contact with them knows have nothing

.
to do with reality.

The First Myth: Webb-Pomerene associations do not
restrain domestic trade in the United States. That is pot a

fact. They do -~ and always do.

Second: Webb-Pomerene associations are necessary
for American companies and industries to compete with foreign
cértels producing the same goods. That is not true in
practice == or as a matter of logic. There may be one

exception to my fiat, but the exceptiom is rare.
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The First Myth

Turning to.the First dyth: .Webb—Pome:ene associa-
~tions are mostly found in industries producing basic and
homogenoﬁs products. With most of these products, there

is a 'traditional"-rclationshié betwéenlthe domestic price
and export price (usually a.percentage discount). In other
instances, the export market is viewed as a vay to sell

off "surplus." In both cases there is bound to be a price
stabilizing effect domestically. Thus; when majot‘p:oducezs
set export prices in unison, they know full'well that they
are either seﬁting a level for domestiﬁ prices or helping to
~ stabilize domestic érices by eliminating “ovér—prbduction" in

the United Gtates.

Similarly, when Webb~Pomerene members set export
and é?oduction quotas ébey impact domestic production arl
rest:ict.domestic competition; for they are.saying who gets
rid of what "surplus” or who is'géing to make the extra
profit. We know that associations even stay out of foreign
markets, on occasions, in order to "influence” domestic
prices. The situation is exacerSated when the members of
w§bb~Pomerede associations are also large multinational
companies with production ot buying facilities abroad. The
consideration of sales.of their overseas production nécessa:ily
helps determine.what Webb-~Pomerene members will urge on cach

other. .



157

When -- as is the rule —- the associations are
composed of the large companies dominating domestic production
of a producf, a monopolizing effect in'the United States is
bound to‘exist. By monopolizing the outlet for "surplus"
iproduction, éhe-associated coﬁpaniés can thereby discourage
entrants in domestic markets as well as discourage and

eliminate export competitors.

H ) .
fhé Second Myth

Turning to the Second Myth: The notion that Webb-
Poﬁetene cartels are needed to compete with foreign cartels.
Both logic and‘experience tell us that this is not true
- w;th one very limited exception.

The logical fallacy of the Second Myth can be
illustrated simply. Suépose a foreign cartel is fixing
prices and quotas fo:.its members on Commodity X for Australia.
The price is $100 per unit. There is no reason on earth,
except possibly cost factors, why an American Webb-Pomerene
association is needed for any member of it to meet or beﬁter
$100 per unit. The way, logically, to compete more vigorously -
against the $100 price is to have as many,ptoéucers of Commedity
X go out and battle it out. Econémists tell us -- logic tells
us -~ that the fewer the competito:svthe less likely.there will

be price competition. American cartels are, in fact, an

56~942 0 - 80 - 11



158

invitation not to compete witb foreigners: They are the breeding
ground for tacit understandings -~ if not direct commitments

with foreign cartel;. And quotas among the foreign cartels

don't digadvantage americans; indeed, sometimeé they create a
'ptice tigidiéy among éhe foreigners for Americans to éxploit by

price competition. Therefore, we just don't need our own

Webb-Pomerene cartels to fight foreign guotaing.

In practice,lémerican \iebb-Pomerene associations
‘are not truly designed to promote vigorous.competition with
foreigners but to stabilize prices. .It is no accident that
‘when each of the Webb-Pomerene associations, with which
I have come in contact, came into being or expanded, each
was heralded with fanfares about expected price stabilization

and anticipated rising prices -~ domestically and abroad.

Indeed, quite often, foreign cartels and producecrs
openly wélcome the Webb~Pomerene cartel. The foreign "reviews"
are always "mixed" when one of these associations comes into being
or expands. Big foreign producers are usually quite happy, but
foieign "traders"” and importers unhappy. For ‘example, Green
Markets, a fertilizer market trade weekly published by McGraw-Hill,
reportéd that Brazilian traders and users were guite unhappy when
the Phosphate Chemical IWebb~Pomereﬁe] Association -=- "Phoschem” --

recently expanded its membership. The July 17, 1978, edition*

* I append the article as an exhibit.

-4
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quoted one Bfazilian "source” as saying it was "rotténf"
Another BraZilian was reported to have said, "We expect
drastic increases in U.S. prices.” Another said that it

was likely to "jeopardize” the ”imgért volume." (Brazil

is 'a major importing market. for American fertilizers.) The
article further reported: "One Canadian producer thinks higher
US export prices miéhtaeven stabilize the Canadian market and
helé his company.” It said also: "An official of the South
African Fertilizer Society [a cartel] said 'stable prices and a
better market would probably resdlt.“ The article reported:
"Most European. producers are optimistic. They feel that as
well.as faising prices, the Phoschem expansion will provide the
market stability which has been absent. in recent months.

One source, however, is slightly more skeptical. He feels

that tﬁe enlarged Phoschem will be fine if it exerts a regu-
latory influence on the macrket. But iﬁ will prove less
interesting if it is merely a saleé mechanism through which

US producers will channel their products in a fluctuating

market,.*

That's reality. Price stabilization; price-increases;
hoped-for world-wide "regulation": not competition. Do not be
beguiled by theories of those not in the market place. Read

what businessmen say.
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‘Back in 1967, the Federal Trade ‘Commission's Bureau

of Economics Report, Webb~Pomerene Association: A 50-Year

Review, (July 14, 1967) ("the 1967 FTC Report”)* spoke of
the uttet faxlure of Webb- Pomernne assocxatlons to promote
America's share of foreign markets. ¥Ncthing has changed.
The truth is, if you scratch a Webb-Pomerene member a bit,

he only bleeds price fixing and share-of-market stabilization.

There is one possible exception -- but I've never
run across it. Where small producers cannot economically
enter a market ~- based on costs related to size =~ there

‘may be room for an American cartel.

The 1967 FTC Report confirms my experience. Here
is the fully documented conclusion about what the FTC reporters
found in 1967 and surely would find today:

“In summary, Webb-Pomerene activity is
limited to comparatively few associations
handling a limited range of products, and
the number of beneficiaries from such activity
is also quite small.*** These members [of
Webb-Pomerene associations}, for the most
part, were drawn from the upper reaches of
the business gopulation and, at the same
time, were the major beneficiaries of Webb-
Pomerene assistance.*** Fifty years of
experience, including a recent period of
uninterrupted trade expansion, reveals the

* Printed as an Addendum in Hearings before the Subcommittee
on Antitrust and Monopoly of the Committee on the Judiciary,
U.S. Senate, 90th Congress, lst Session, pursuant to 5.

Res. 26.

-6~
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Webb~Pomerene Act as no panacea for the

expansion of foreign trade by small business

and, indeed, points to the conclusion that

it plays a very minor role in overall U.S.
exports.” (FTC Report, pp. 317-18).

It.is no'sutprise tb me tﬁat the Assistant Secretary
of Commerce, Mr. Frank A: Weil, now reports to you a “"slow,
but fairly steady decline in the number of registered associa-
tions." But in view of the fact that the webb-Pomerene
Export Trade Act of 1918 ;as‘aimed at facilitating the entry
of small firms with foreign commerce -- as Mr. Heil reports
~=- into foreign commerce, I cannot truly see how hé can now
conclude that the considerations for allowing WebC-Pomerene
Act associations back in 1216 call for their expansion today.
‘The fact of the matter is that since the Webb-Pomerene Act
of 1918 was paﬁsed; the United States has beéome a major
industrial and commerc;al éowe:. Instead of numerous small
firms in exporting industries, we find a few giant producers,
vwho can and do dominate world aﬁd domestic markets. Against
these firms, we find few, if any, effective foreign cartels.
With due respect, Mr. Weil's premise for majar expansion of

Webb-Pomerene cartels no longer exists.

.

We have heard from Mr. Weil and from others that
Webb-Pomerene associations are needed for large-~scale project
bidding. The notion is that the Westinghouses and the General

Electrics and the General Motors are all handicapped because

S B
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they cannot get together to put forward a.single bid for a
project aguinst foreign consoétia. .But a Webb-Pomerene associa-
tion isn't neceded for such a project bidding. First. géttinq
‘together 'for a single project, means, or should mean, producers
of different'products or services coﬁing together -- not
Westinghouse and General Electric aividing up a share of the
same phase of a project. Second, all that is needed -- and as
happens every day - iz a single contractor places a bid backed

by sub=-contracts. Thus, we are being subjected to the creation

of another myth.

Conclusion and Suggestions

. The fact is, as Mr. Weil reports, that neither
the Justice Department nor private parties have been able
to prosecute Webb-Pomerene asgociations with'any vigor in
the lSst 25 years. It is much too costly for the private
sector. FTC registration and questionnaires -- I submit ==

are not enough.

Since Webb~Pomerene associations (by and large),
are the creation and darlings of the very 1a:§e and powerful
corporations, and since they necessarily affect interstate
commerce in a deleterious way and rgrely promote our foreign
trade, the procedures under the Act should be changed. Instead

of automatic registration, the burden should Be placed upon

-8=-
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would-be registrants to show —- uﬁdér cost-related and market=
forecasting criteria -~ that an association is needed before

the asso?iaéion is allerd to function. Open hearings should

be held by the FIC and specific findings should be required.
Multinational corporations should be excluded from membership in
thése Webb-Pomerene cartels. Experience and 1§gic dictate that
those who would eliminate competition ought to be put to the

test that they warrant:exemption from our antitrust laws.

-0
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Appendix to Statement of E. S. Finley
2 N

,
iPhoschem fallout—"rotten”, to acceptence

The formal last week of Pl S cameas
na surprise to the US and florcign fertilizer indusm‘cs"sinc: word had
circulated in the industry prios to the actual revelation. Reactions
2mong producers and traders have been generally subdued, with only
Brazilian traders regisiering ovenly negative feefings,

“Rotten,” says one Brazilian source. “We cxpect a drastic increase in
US prices,” says another. *1t could casily jeopardize our import
:‘oluml:,': according to one Brazilian analyst. Brazil aormally imports
,Ot,",.qf its phosphate requirements in the second half of the year.
Brazilian industry associations have yet 1o comment pullicly on the
Phoschem move. .

But in the US, Canada, Europe and South Africa, the prevailing

d dictions of

Triom! sees little fmpact

1a South Africa. indusiry sources view the expansion with
interest but sce little impact on their country's cxports. An
official of the South African Fertilizer Society said stable.
prices and 2 better mariet would probably result, but saw no
countcrmoves coming fram other major international supe

« pliers, .-

A source at Triom( did note with respect to phosacid that
there may be some price differential between US prices and
South Africa’s. But inasmuch as Phoschem will not be the
leading supplier of phosacid, the dilfcrential—which will be
smail—will harm neither Triom{ nor any other South African

ittitude was one of “wail and see.” The i

7 g, k
chem’s history of expansion and withdrawal, and some were frankly
skeptical about how long the ncw arrangement would last. “Beker left
befqre because they fels they weren't getting their fair sharc—so did
Agrico. Who's to say they won't puli out again if they get dise
gruntled?” quericd one New York trader.

Yet along with these doubts most market sources agree that the
price stability resulting from the move will be good for the industry as
a whole. *If Phoschem docs it right, it may suceced,” 32y$ one source,
“Gardinier may even join,” he adds. (However, Gardinicr di J

P .
sources pointed (0 Phos-

P
Europesn resction mixed -

Most Europ p pi They feel that as
well as raising prices. the Phoschem expansion will provide the
market stability which has been absent in recent mornths. One
source, however, is slightly mare skeptical. He focts that the
enlarged Phoschem will be fine if it exens a regulatory
influence on the market. But it will prove less interesting if it is
merely 8 sales mechanism through which US preducers will
channel theie products in 4 {luctuating market, he says.

(Coninurd on page 2)

(Phoachem continued from poge 1)
the speculation.)

“Phoschem will be (oolish if it trics to push the price ofl DAP
much above S135." says oac trader. *The Curopeans even feel
anything over §130 is dangerous,™ he adds.

Yet the midweek price of DAP was pushing past the S135-m(
mark, with TSP more steady at $%4-me (scc Market Watch),
The DAP prices probably reflected anticipation of Phoschem’s
new price list.

The Brazilians aside, other intervsted inteendtional ob-
servers sce only minor repercussions swinming from Phos-
chem's expansion. Onc Canadizn producer thinks higher US
export prices. might even stabilize the Canadian market 2nd
hetp his company. Another Canadian sourcs wonders whether *
the US companies would coasider his firm as part of the
Phoschem marker, *Some may coatinue to scli diceetly in
Canada,” he says,

P brokers, like their American coumierparts, are not
overly cnthused by Phoschem’s expansion, One trader de-
scribes the group as a blasant cartel, and foresccs it diverting |
considerable business away from brokers.

Although producers disntiss the possibility of anti-trust
action against Phoschem some traders feel Jifferently, While
they ge that the possibility of g action is
slim, it dves exist, they contend. A source at the US Cept. of
Justice points out that 3 erganization such as Phoschem risks
anti-trust action in two areas: i} il there is a “spilover” in the
export price area ta the dumestic market, and 2) if Phoschers
engages in any kiad of joint action with an overseas cartel, The
Justice Dept. has in the past brought suit against vivlators of .
the Webb-lPomerine Act, the legislation governing 3ssocia-
tions such as Phoschem.

But in the US. producers’ sentiment was perhaps summed
up by an excvutive of one of the new membur compaaics.
When asked if the expansion rellected any lung-term erosion
of the market, he replicd, “The move has nothiag to o with 3
strong of weak market, but the vatue of an export assaciation,
which | happen to bulicve in”
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POLICY FORUM

Emil Sherer Finley is the founder, president and chief
officer of Inter C Export
Company (ICEC), a division of ACLS international.

Paintul facts make tools of some of us ali of the time.
and almost all of us some of the time. When ali the
known evidence says “green,” some of us proclaim
“red” in the hopeof finding some evidence of red. When
we need fairness, some of us wouldimpose judges who
have pre-judged our cases. When wae have proof that
peopte have hurt us, some of us would reward them lest
they not reform. When we have to know tha facts, most
all of us resort at some stage to fictions to sheiter us
from the unpleasant reality. When in doubt, we quite
frequently legislate.

Not that truth, beauty and right action don’t often
emerge and win out. Itisthe glory of free speech and a
democratic process that quite often pigheaded
wrongness gets def d in the mar i of ideas
and therefore in the hails of Congress. It involves a
struggie that is rarely inviting. But we have to be
existentialists, if not optimists; for to be otherwiseisto
isave the field by default to the beguiled, the misled
and, aias. the greedy. Consciencs requires a fight.

Intrying to deal with some woes of our foreign trade,
we have been basieged and somewhat beguited by the
misied and, yes, tha greedy. The cartel advocates arein
the marketplace to overcome painful facts with fictions.
Realities, which once seen would help us t0 deal
rationally with the painful facts. arelost. And some very
good men have made some very wrong proposals.

PAINFUL FACTS
AND FOOLISH REACTIONS

The most painful facts of our foreign trade are thatin
six out of the tast eight years the United Stateshashada
deficit balance of foreign payments; and inflation has
boomed along, with the cheapened doliar only exac-
erbating the flaw of money out by reducing our buying
power. Last year we had a deficit in our balance of
trade of $30 billion.

We are not used to such things. All was right with our
trade in this century up to 1971. Because we get worried
it becomes time to panic or to avoid reai panic by
frenzied action. It becomes time to look for quick
solutions. And it becomas timeto treat paintul facts as if

The Realitiés of United States
Foreign Trade and The Fictions
Of Our Cartel Advocates

by Emil Sherer Finley

they have nothing to do with our own faults, for seif-
blame is still more painful. We begin to create myths
from long-ago half-truths or from no-truths. Thus, it
must be that the foreigners at our gates are conspiring
against us and are taking advantage of our good nature
and fairness. They dribe better or bigger; they are more
organized in combating our poor, fractionalized
industries. indeed, we see grand cartels, government
sponsored, taking away our business; and ali the while
our Justice Department's Antitrust Division and our
notions of {rea competition do not allow us to fight
back. Foreignars come here with impunity, and we go
nowhere but that we are faced with stifling, organized
resistance in Washington and unfair, subsidized

1 from the outsiders. The answer—sowe are
then toid—is to fight back with the same weapons. Let
us create our own carnteis. There are even suggestions
that we were wrong in this post-Watergate era to
demand that our industries stop bribing foreign
officials. Nonsense: ail of this.

One need not take seriously the ali-too-sarious
“jokes” about the need to out-bribe our foreign
competitors. In the long run, seif-defeating corruption
cannot be justified. If our society must save itseit by
being corrupt, then it is not worth saving. ! won't dote,
but the factisthat Americars can compete successfully
without bribing. If there is a cartel that is needed, itisa
cartel that has one rule: thou shait not bribe.

As to the drive to create more cartels, that requires
some analysis, for itis notplainiy immoral and becomes
amoral only when reality catches up with the fictions
that are used to suppart the cry of more cartefs.

Hera is the raality.

THE WEBB-POMERENE ACT

There is already in existence in the Unitzd States a
piece of cartel-creating legisiation dating from 1918,
the Wabb-Pomerane Act. The Webb Act atiows for the
creation of associations of producers of goods soiety
for the purpose of engaging in export trade. The
associations can operate if they register with the
Federal Trade Commission and as long as they do not
restrain the export trade of any “domestic compstitor.”
Webb iati are not st to “enter into any
agreement, undaerstanding or conspiracy, or do any act
which artificially or intentionally ennhances or

758 NATIONAL JOURNAL 5,5 79
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depressas prices within the United States . . . or which
substantially lessens competition within the United
States or otherwise restrains trade therein.” Under a
consistent interpretation by the FTC and as foilowed by
the courts, Webb associations can and do fix prices and
36t up quotas.

“Under a consistent interpretation by the
FTC, and as foliowed by the courts, Webb
associations can and do fix prices and set
up quotas.”

While the original vision of the Congress and of the
Federal Trade Commission Report that recommendad
the Webb Act saw the true function of the association as
a cost-reducing expediter. there is no question that the
role of price-fixer and market ailocater has been the
predominant feature of Webb associations over the
years, in briel, Webb associations have takan on the
usual roles of cartels. Thus, we have in America
government sanctioned cartels that are exempted in
the export trade from the normal operation of the
antitrust laws.

The prime justification back in 1918 for Webb
associations was that they were needed by smail
companies in orderto compete with foreign subsidized
businesses and cartels. At the time, American cor-
porations were only beginning to become factors in
world commerce. The theory was that associati

accounted for only 2.4 per cent of total United Statas
dollar exports. The 1967 FTC Report concluded:

“In summary, Webt-Pomerene activity is limited to
comparalively few associations nangiing a limited range ot
products. and the number of bensficiaries from such
activity is also quite small. . . . Thess members (of Webb-
Pomerene associations], for the mast part, were drawn
from the upper reaches of the business population and, at
the same time, were the major beneficiaries of Waebb-
Pomersne assistance. . .. Fifty years of experience, in-
cluding a recent Deriod of uninterrupted trade axpansion,
revesls the Webb-Pomerene Act as no panacea for the
expansion of foreign trade by smail business and, indeed,
paints to the conctusion that it olays a very minar roie in
ovar-ail U.S. exports.” (FTC Report, pp. 317-18)

The data available since 1987 proves that nothing has
changed. It anything, the utter tailure ot our legalized
cartels in promoting American exports is more
pronounced. By 1976, only 1.5 per cent of the total U.S.
exports came through Webb associations and the
number of registered Webb associations was onty 33.
Today, there are 35 registered associations with 338
members, many of which are in more than one
association. The registration roils at the FTC make it
plain that the tirms that benefit most from the Wabb Act
are stilf those that market homogeneous products and
dominate their industries. | have taken a look at the
nature of the products of the 35 currently registered
Webb Act associations. Only four of them seemto bein
industries where there are non-hgmogeneous
products.

As of 1976, a total of six Webb associations ac-
counted for nearly two-thirds of the dotlar value of ail

could cut costs and thus would allow American
corporations to compete successfully on the basis of
price as well as quality of goods.

WEBB ACT PERFORMANCE

In 1967. the Faderal Trade Commission compiated a
study—an empirical study—of Webb associations over
their first 50 years. The report found that the Webb Act
had failed to promote United States exports in any
signiticant way during those 50 years. The 1967 FTC
study revealed that the export associations that
succeeded for any length of time were thosa invoivedin
industries where the members wers leaders of a
domestic ofigopoly, were dominant factors in the
foreign trade and dealt with a homogeneous product.
The small company did not take advantage of the
Webb-Pomerene Act. Of the 485 members of Webb
associations during the period between 1958 and 1962,
for exampie, only 17 per cent had assets of $1,000.000
or less, and only 22 per cent had assets of between
$1,000,000 and $5.000,000. The large tirms counted for
about 80 per cent of all exports by Webb associations.
Thers were never any more than 57 registered
associations in any one year. and some companies
were members of mora than one association. Ouring
that same period of 1958 to 1962, Webb associations

Wabb- axports. These six associations (plus
one other) are the only presently registered associa-
tions that were in existence in 1962. Four of the big six
produce homogenecus goods: dried fruits (2), rice
products and paper. The other two are both fiim-
industry associations. formaed by the 10 dominant firms
in the industry.

“. .. there is no question that the role of
price-fixer and market atlocater has been
the predominant feature of Webb
associations over the years. In brief, Webb
associations have taken on the usual roles
of cartels.”

The pattern is clear. Webb associstions have
benefited those firms that need help the least, and the
firms use the associations not to promote volume butto
stabilize export prices. Since the future (and past
strength) of Uniteq States exports lies in compiex,
differentiatad products, Webb associations are not
likely to piay any larger role in the United Statas export
picture than they havae in the past.
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THE EFFECT ON DOMESTIC TRADE

Although irrelevant to small United States companies
andg insignificant in the of over-all exports,
Webb associations have had a deleterious effect on
domastic pricing and competition,

With most homogeneous products there is a
traditional relationship between the domestic price and
export price (usually a percentage “discount” on the
domestic price). Usually. the exportmarketis viewed as
a way to sell off “surplus” and ward off domestic price
deterioration. As a result, export price fixing is aiways
bound to mean price fixing or stabilization in the
domaestic market. ‘e cannot be biind to what common
sense screams at us: When major producers of the
same or virtually the same product set export prices in
unison and “predict” what they wiil be for the future,
they know necessarily that they are helping to set a
ievel tor domestic prices and are healping to stabilize
these prices.

“When major producers of the same or
virtually the same product set export
prices in unison and predict what they will
be for the future, they know necessarily
that they are helping to set a level for
domestic prices and are helping to
stabilize these prices.”

There is aiso a domestic monopolizing aspect to
Webb associations, St ful Webb Act iations
dealing in undifferentiated products control or
dominate the “surplus” export market; and that surplus
market often is the difference between a profitable
trading year or an unprofitable one. Even when large
producers remain outside the cartel, the road to
survival or entry of the small tirm is more ditficuit.

That Webb-Pomerene cartels are needed to tight
foreign cartels has always been grounded in a
theoretical tallacy and no real truth. The existence ot
toreign cartels that fix prices theoretically could only
help American compaetition. They could only create
price umbrellas for their American compaetition. In the
United States, for example, when these Webb~
Pomerene Act associations come into being, the large
American companies outside the cartels are quite
happy because they can easily underprice the rigid
cartel or the cartel sets a price that the competitors
gladly follow. Indeed. it is a commonplace in the true
market that the best policamen of Wabb-Pomerene
pricing are those outside the cartel.

In fact, as the FTC tound in 1967, large oligopolistic
American corporations do noi need the associationsto
compete with any foreign business concern or groups
of concarns, Today American companies dominate the

fields where Webb associations operate succsssfully.
By stabilizing prices ang establishing quotas, the
members of Webb associations do not compete in any
traditional sense with the toreigners. if they wanted to
compete for business, they would not be tixing prices,
they would be setting prices independently based on
costs and reasonable profit. And dealing mostly in
homogeneous products and in dominated markets,
Webb association members do not compete unless
they compete on prices or services that amount to price
savings.

THE REACTION ABROAD

it is a fact that Webb associations are weicomed by
their supposed enemies abroad. When Webb
associations are created or expand, the foreign com-
petitors hail the event. The “reviews” abroad becomae
“mixed” only because the purchasers of the
products—usuaily found in undeveloped nations—
know that they can expect increases in the United
States prices and stabilized prices everywhere. All one
has to do—if ane really wants to find out what tha reatity
is—~is to read the trade journats when one of these
Webb Act associations is created or increases its
membpershin.

For exampie, Green Markets. a tertitizer market trade
weekly published by McGraw-Hill, reported that
Brazilian traders and users were quite unhappy when
the Phosphate Chemical (Webb-Pomerene}
Assaciation—"Phoschem” —expanded its membership
of tertilizer producers last year. The July 17, 1978,
adition quoted one Brazilian “source” as saying it was
“rotten.” Another Brazilian was reported to have said,
“"We expect drastic increases in U.S. prices.” Another
said that it was likely to “jeopardize” the “impon
volume.” Brazil is a major importing market for
American fertilizers. But the article further reported:
“One Canadian producer thinks higher U.S, export
prices might even stabilize the Canadian market and
help his company.” It said aiso: "An official of the South
African Fertilizer Society [a cartei} saic stable prices
and a better market would probably result.” The article
noted: "Most European producars are optimistic. They
feel that as well as raising prices. the Phoschem
expansion will provide the markat stability which has
been absent in recent months.”

That's reality. What Webb Act cartels are about are
price stabilization, price-increases, production control,
hoped-for worldwide “requiation,” not competition and
vigorous promotion of American products. The resuitis
iess trade for us—-controls, controls, controls for the
sake of prices. it is no accident that since Phaschem's
expansion, the prices of its products—export and
domestic—have qone up about 50 per cent and that
hike does not retlect cost increases. Inflation
guidelines are ignored. And so the theories of those not
in the marketpiace are exposed as fantasias. Read what
businessmen say. listen to us in the trade, who know
our “customers.”
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“By stabilizing prices and establishing
quotas, the members of Webb
associations do not compete in any
traditional sense with the foreigners. If
they wanted to compete for business, they
wauld not be fixing prices; they would be
setting prices independently based on
costs and reasonable profit.”

SEVERAL OTHER REALITIES

Furthermora, the function of sailing agent is not best
done by a Webb-Pomerene Act association or, in fact,
often done by the associations. Again. a little investiga-
tion will show that Webb association members do their
own selfing and their own marketing and use the
association offices only as a conduit and a means to
prevent compatition. Acgording to the FTC, only eight
associations reported saies agencies in the United
States and anly six reported overseas agenciesin 1976.
Moreaver, onty 12 directly assisted exports, and these
exports accounted for lgss than 17 per cent of doilar
Waebb-assisted exports in 1976. As the FTC has found:
Ali the sales functions can be, and have been done
historically, with more vigor and with a lot more results
by independent exporters. Agrpsed market division
means complacency and no real promotion. Webb

iations beget an here of “cordiality” with
foreign compstitors that is indistinguishable from
gentiemen’s agreemants.

Moreover, it is a fact that in many industries where
Webb associations é&xist, thers is nO real foreign
competition. Even it you believe the answers that the
associations have supplied tothe annual FTC question-
naires, Webb Act associations have hardly been
fighting foreign carteis. Only 11 out of the presently
registered 18 have claii competition from
carteis cr government-sponsored organizations, And
their answers have t0 be suspect; there is, at least,
hyperpole in them.

Again Phoschem provides a good exampie. its
answers to the FTC claim competition from overseas
cartels and forgign government organizations. In the
two major products that it deals with, diammonium
phosphate and triple superphosphate (“DAP” and
“TSP"), Phoschem has no significant competition in
most world markets. And, by some "magic,” Phoschem
will not offer much material to those few places where
the foreign production has had its “traditional” sway.
Over-all, the Amaricans dominate what they choose to
dominate. They are the giants. In 1977, for example, the

world export trade in DAP anc arelated Product totaled
1,870.000 tons (of P20%). The American share of that
market was 1,387,500 tons (of P20%). In 1977, the total
world export of TSP totaled 996,500 tons (of P20?).
Amarican exports accounted for 504,600 tans (of P20%).

Thus, there is no need for Webb-Pomerene Act
associations in Helds such as the one with which
Phaschem is involved: they serve nothing but an-
ticompetitive ends. And Phoschem, | submit, is typical,

Qur problems stemming from the Wabb Act cronyism
ana artificial prics structuring are exacerbated Dy stil!
another development unforaseen in 1918: Multinational
corporations are found in good number among Webb
associations. And they aren‘t merely multinationals in
unrelated businesses: many Webb assoOciation mem-
bers have foreign subsidiarias that (1) buy from the
Wabb associations and (2), believe it of not, compete
with the Webb associations—without the slightest com-
punction and without protest within the associations.
There hasn't been a word of criticism from the Federat
Trade Commission. Nacessarily. where multinationais
participate in American price-fixing and quota-setting,
something beside the promotion ot American exports
has to be invoived. In fact and in eftect, our foreign
competitors participate in our price-fixing decisions
and their interast is not in “seiting American.”

Factually, foreign buying “carteis” have come about
in response to price-fixing selling cartels—our Webb
associations. Thers is no evidence that toreign buying
cartels or foreign government purchasars have hurt
United States exports or forced anybody 10 salt
anything other than at a fair and profitable price. There
is no evidence that they have had an unfair bargaining
pasition vis-a-vis American exporters. We in the market
know that the reality is that government agencies are
most often easiar to deal with than multipie toreign
purchasers. it is not a fact that we seli cheaper to
government sponsored buyers. For exampile, Asian
government agencies and buying cartels traditionally
pay higher prices than do the multiple private
purchasers in Brazil.

When you are concerned with standardized products
in demand-~the products that are the prime items for
Wapb-Pomerene associations—there are, in fact, no
barriers with which the Webb-Pomarene Act has to
deal. With thase products, thera are producing nations
and there are consuming nations. Consuming nations
are aiways disturbed Dy cartelization, because they
know that that means higher prices (and in theinstance
of tertilizers and Phoschem, for example, higher food
prices for their populations) The hurttul barriers come,
it at all, from producing nations to protect home
industry. Webb-Pomaerene Act associations and the
Webb Act itself have nothing to do with fignting those
barriers. Wabb-Pomerene associations encourage
those barriers because thav naturaliy tend to respect
them. Prica~minded cartals are interested in keaping
out foreign competition from the United States
(because they are the major producers here). There is
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an understood rule of reciprocity at work, which
stapilizes prices and protects home markets.

Al of the facts should tell us, then, that we should
have more competition, not less compatition, if we want
to increase our trade. Give us more aggressive
marketing, not less, The facts establish, at very least,
that Webb association export outlets are hardly worth
the harmful effects on the domestic market. Those facts
shoutd aiso advise us: Be carefu} of these price-fixing
and quota-setting organizations with their meetings,
constant information-sharing and daily price-
“predicting.”

THE RESPONSES
AND THE DANFORTH BiLL

But our balance of payments is bad: and that means
fewer jobs at home, a weaker dollar. a greater impetus
to inflation and a thousand other ramifications that
economists say we fall heir to. So the cartel believers
come out of the woodwork and are listened to. Groups
of them, particulariy the Nationai Construction
Association, importune the Commerce Department.
{They know enough to stay away from watchful Justice
and sleeping FTC.) They go to the Congress. And,
despite the empirical evidence that lies for the reading
in FTC reports and records and despite a recent critical
report of the President’s special commission on the
antitrust laws, we have the Commerce Department
lobbying for more carteis and the lessening of
restrictions on them. And we find some very able
Senators believing in the benefits of more cartels and
the lessening of restrictions on them. Logic and the
facts are ignored: myths and piain fiction take over.

tndeed, Senator Danforth in conjunction with
Senators Bentsen, Chafee, Javits and Mathias (a most
formidable group) introduced a bill in the Senate last
February that would amend the Webb-Pomerene Act
by expanding its antitrust exemptions to allow for more
restraints on domestic commerce, enlarging its
coverage to activities beyond foreign export trade (as
long as they wera incidentai to it) and placing services
as well as goods under amended Webb Act protection.
The bill would transfer supervision of the associations
from the moribund Federal Trade Commission to the
friendly Commerce Department and insuiate the
associations from direct Antitrust Division oversight.
While there would be pre-registration screening for
new Webb associations, ali present associations would
be grangtathered into the antitrust exemption, and no
private person could sue to revoke or aiter any
association's status. A review of the new procedures
under the Act would occur seven years from now.

The bill itseif and Senator Oanforth's Senate speech
in support of it maka it plain that it is the product of fear
and fiction. The "findings” that appear in the bill as a
preamble give the painful and scary fact of a $30 billion
trade deficit in 1978, telt aminousiy ot toreign govern-
ment subsidized competition to United States ex-
porters, note the fait of the United States’ share of total

waorld exports from 13 per cent in 196810 13 per centin
1977 and then declare:

"Small and medium-sized firms ars prime beneficiaries
of joint exporting, through pooling of technical expertise,
help in iaving ies of scale, ang in
competing effectively in toreign markats. . . ~

That foreign government subsidized compatition is
not so terrifying and that smait and medium-sized firms
have never benefited from such joint exporting are now
beside the point. Red has become green by prociama-
tion and because of painful facts. The pre-judgars—the
Department of Commerce~ara the new guardians. The
oligopolists and muiti-nationals are to be rewarded by
automatic inclusion in the new and more tolerant
system. When one should hesitate~we legislate.

In his speech to the Senate introducing his bill,
Senator Danforth acknow!edges the poor performance
of Webb associations as pramoters of commerce and
the fall-oft in membarship. But he gives some reasons.
The first reason for Webb failure, he says. is that the
“vast majority of the . . . Webb-Pomarene associations
lacked sufficient product-market domination to exert
foreign market price control and membership dis-
cipline.” That, ot course, is not changing facts; that is
misreading their import. What Senator Danforth is
tetling us is that only the giants (1) have been able to
use the Act and {2} have connived successtuily to fix
prices because they ars dominant and can make thair
price-fixing stick. That hardly speaks for the need for
more associations or the desirability of more leeway for
ail of them!

“Senator Danforth's bill . . . is the most
serious, recent and erroneous reaction to
unfavorable foreign trade events. . . . The
bill at best sets our sights away from
where they should be. It is frightening that
very sound men can be so misted.”

Senator Danforth then telis us thatthe second reason
for poor Webb-Pomaerane performance is our “tradi-
tional” primary focus on the domestic market. Surely
the primary tocus of most of our indigenous industries
will always be on our domestic market, the biggest
market in the world; but the past two decades have
witnessed an explosion of interest in foreign markets
and a vast expansion in foreign trade. And look how
Americans have ju d~—tripped over th ¥
the opening of opportunities in China. Sufficient focus,
there is; and toreign trade will expand. The facts
bespeak a reason for tailure other than a lack of focus
on foreign trade: interest in associating has not
similarly expanded because the Webb Act can oniy

"
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benetit the dominant few in very special industries.

For his third reason for Webb-Pomerene faiiure,
Senator Danforth otfers the fact that services are not
covered by the Webb Act. He then says that the
President’s National Commission for the Review of
Antitrust Laws and Procedures recently racommended
that services be covered. That i3 a gloss. The indepen-
dent Commission appointed by the President made its
report iast January. There was a section on the Webb-
Pomerene Act. The report reviewed the poor perfor-
mancs of Webb-Pomerene associations. it rejected the
proposition that the Webb-Pomsrene Act be expanded
or even be kept in piace. In fact. a number of
Commissioners wouid have repeaied it with no further
ado. The report declared that automatic exemptions
are not warrantad. and a needs test should be required
of all would-ba registrants. The report urged that the
Congress review the Webb-Pomerene Act with a view
to repeating it or substantiaily restricting it. Its
recommendation on services was that if the Act werg
retained then it saw no reason notto include services as
well as goods.

Whatever, this catering to services is narrow speciai-
interest legisiation. a sop to the construction industry
pressure groups. | predict that, it the special legisiation
gver comes to be. it will not spark any more activity
abroad; it will only benefit the large corporations
aiready in the market by a gift of immunized coliusive
price-setting—which will have the usual “predictive”
price-setting influence in the domestic market.

For his fourth and *‘perhaps most important” reason
why Webb-Pomerene has failed, Senator Danforth
offers the hostile attitudes of the FTC and the Antitrust
Division of the Justice Department and the fears that
businessmen have that they will be dectared antitrust
violators if they join the associations. The fear of the
FTC has to be a fiction; it has been a docile watchdog;
more than docite, it has wagged its tail. (t has gathered
information from the i without qu ing
the accuracy of anything and has done nothing with
that information. It let one association rig bids for
United States government AiD-financed contracts for
yesrs; it was the Justice Department and eventuaily the
Supreme Court that put a stop to that multi-million
dollar raid on our Treasury.

As to the Justice Department, it has never made a
wholesale attack on Webb associations, generally
teaving them to the FTC. The Antitrust Division.
however, can and does bring a welcome skepticism and
questioning to bear on these carteis. Industry and the
Congress should be grateful that someons is there
ready to worry about whether permitted collusion has
slipped into iflegal conspiracy in domaestic trade.
Remember, under the Wabb Act, peopie who are
competitors and are not supposed to be setting prices
for the domestic trade are in daily contact. They are
constantly exchanging price, cost and supply informa-
tion. They are continuaily agreeing to prices for future
axports based on what thay believe will be future

market prices here and abroad. That's at least
dangerous tarntory, if not (as most businessmen who
have had experience with Webb associations believe)
apsolutely iethal ground for fair. competitive pricing.

Stili the Antitrust Division has moved dramatically in
all the Wabb Act years only against the AID gougers. it
has respected the Webb-Pomerene exemptions, even it
many believe them to be unworkable. The only peopie
who need fear {and. | submit, who have ever feared) the
Antitrust Division are those who would explicitly (it
covertly) use Webb Act functions as an occasion to
agree to fix prices and set quotas in thedomestic trade.
Angeis do not fear to tread where a haven is made for
the unholy. ftis not fear that has sept peopla away trom
Webb Act associations, but the fact that they don't find
them helpful.

CONCLUSION

| have picked on Senator Danforth’s bill becauseitis
the most serious. recent and erroneous reaction to
untavorable foreign trade events. While it is hard to
imagine that the Congress will pass the measure or the
President would sign it (even though the Commerce
Department cartel advocates speak to us asif they have
the ear of the President), the bill at best sets our sights
away from where they should bs. 1t is frightening that
very sound men ¢an be so misied.

“Let us not for the sake of some minor
hoped-for export trade advantage bring in
certain major foreign trade and domestic
market disadvantages.”

Because the evidence is 30 overwhelming, | am
emboldened to suggest what is needed. Let us reaffirm
our betief in competition by private enterprise. Let's do
away with theinherent unfairness of price-fixing; itis an
instrument for oppressing all of us and fosters “greed”
to our detriment. Let's speak no more about en-
couraging cartels. if anything, we should be looking to
get rid of them. !f there be any truth to the need for
{imited export associations, let the burden shiftto those
who would seek an exception to antitrust laws to prove
they are not anticompetitive. Let us not for the sake of
some minor hoped-for export trade advantage bring in
certain major foreign trade and domestic market
disadvantages. In any event, et us, first, undertake the
study the President's Commission urged--before
legisiating. it makes no sensa to putatruckin high gear
and our foot on the pedal until we know whether the
grade around the curve is steep.

Let us not be beguiled, misied or scared out of cur
common senses. [

NATIONAL JOURNAL S 579 763



171

Mr. FiNLEY. In many of these papers, I have described typical
Webb-Pomerene associations and have shown that, contrary to the
generally accepted concept, the expansion of the Webb-Pomerene
Act’s antitrust exemption will not stimulate an increase in our
exports.

EXEMPTION DISCOURAGES COMPETITION

As we all know, this exemption was intended by Congress origi-
nally to enable small U.S. businesses to compete against the then
prevailing European cartels. Contrary to this intent, this exemp-
tion has enabled, in fact, large U.S. companies to form cartels of
their own, most often in areas where there is practically no foreign
competition. Moreover, this exemption has discouraged, and not
encouraged, competition and has led, and continues to lead, to
further U.S. cartelization and control over the flow of U.S. exports.
If exports are being restrained now, as they certainly are, they
would be restrained even more if such bills were to pass. The most
disturbing fact about all this is that the Webb-Pomerene associ-
ations benefiting from antitrust exemptions are composed mostly of
members which, together, dominate also our domestic scene. Their
immunized actions taken with respect to export pricing and setting
quotas have a direct and adverse effect on the domestic market
which they are able to influence simultaneously. Thus, our farmer,
our worker, our tradesman, and, of course, our consumer, is forced
to pay higher prices for the product.

The 1967 FTC study and hearings on the operation of Webb-
Pomerene conducted by the U.S. Senate demonstrated how little
that act and this antitrust exemption have done to encourage U.S.
exports since 1916. To stimulate U.S. exports, we do not need the
continuation and expansion of an act which encourages
anticompetitive behavior.

We need, instead, to recognize that our failure to gain our appro-
priate share of the export market is due to this very
anticompetitiveness which, in turn, contributes dramatically to our
overall declining productivity, inflation, and much, much higher
domestic prices of products.

The companies who need it the least benefit from the anticom-
petitive blessing of Webb-Pomerene and have produced hordes of
witnesses to testify about the desirability of continuing that bless-
ing. The general public who will be adversely affected cannot usu-
ally master the resources to make its voice heard.

Our export markets will expand with more—not less—competi-
tion. Companies such as ours can contribute to the give and take of
the marketplace if they are allowed to.

As my National Journal article illustrates graphically, the Webb-
Pomerene associations operate by excluding such companies as
ours from the marketplace so that prices can be set for export and
domestically production can be restricted.

The bill would also permit banks, bank holding companies, and
international banking corporations to own export trading compa-
nies. The arguments for doing this point to the fact that bank
organizations are able to reach out to a large number of small- and
medium-size companies who may manufacture exportable products.
My question is, Why don’t these banks reach out to these compa-
nies now? Or for the past 25 years without this legislation? The
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other argument for the banks to participate is that their interna-
tional branches and correspondents are in an excellent position to
identify potential foreign markets and customers. Surely, they
have been doing this for many decades and any exporter or manu-
facturer can get the banks to give them that information. Why is
it, then, that they are asking for this legislation? My suspicion is
that the power of the banks would be enhanced without corre-
sponding contribution toward the expansion of exports, but with
dramatic increase in the leverage which the banks would have to
control and restrict exports to achieve their specific objectives and
reducing the competition between the banks and making it even
less likely for an independent exporter to be able to obtain suitable
financing.

It is noteworthy that a number of commissioners of the National
Commission for the Review of Antitrust Laws and Procedures fa-
vored outright repeal of the Webb-Pomerene Act. Their instinct
was right. It is increased competition and increased productivity of
capital labor that represent the foundations on which to build an
expanding export trade. It is the essence of free trade and of
America. We should all keep these points in mind when the deci-
sions are made on the new export policy of our country.

Thank you.

The CHAIRMAN. Thank you very much. Professor Clark.

STATEMENT OF ROBERT C. CLARK, PROFESSOR OF LAW,
HARVARD LAW SCHOOL

Professor CLARK. Thank you. My name is Robert C. Clark. I am a
professor of law at Harvard Law School, where I teach courses in
corporate law and the regulation of financial institutions. By finan-
cial institutions, I mean not only banks and other depository-type
institutions like savings and loan associations, but also insurance
companies, pension funds, and investment companies. I am not
here to represent any trade association or organization of any kind.
I have no consulting arrangements with any banks, but in the last
few days I have been tempted to apply for a loan from the Bank of
Libya. [Laughter.]

What I am here to do today is simply to comment upon one part
of the bill, the provision which allows banking organizations to
make equity investments in export trading companies. I support
that idea. I have spent a lot of my academic career doing research
on financial institutions, and specifically on two major problems.
The first is the problem of soundness. Why should public policy be
concerned with it? What are the different ways of achieving it?
Which are best? Which are worst? I cited one of my works on that
topic in the written testimony.

SEPARATION THEME

The second thing [ worked on quite a bit is what I call the
separation theme: The fact that not only banks but other kind of
intermediaries like insurance companies in this country have been
separated in various ways from other types of business activity.
The connections between banking and insurance and other activi-
ties have been regulated. Of course, that is one of the ideas that
came up in these hearings.
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I would like to address the issue of whether this bill would
constitute an unacceptable departure from this tradition. What I
want to emphasize is that this separation idea is not a monolithic
thing. It means a number of distinctly different things. There are
somewhat different purposes to each part of the policy, and not all
of them are applicable in this situation. Furthermore, not all of the
kinds of separation regulation are traditional and of longstanding
existence in this country. Some do not exist in other countries;
some do.

I distinguish four kinds of separation regulation. I will briefly
mention two, and say they are not infringed by the bill. One is the
idea that a bank itself should not operate nonbanking activities.
My research suggests the only real reason—the basic reason—for
having that kind of policy has been to make it easier for bank
regulators to achieve the objective of soundness, that is, to prevent
the failure of banks from hurting depositors. There is no other
serious objective one can find. I don't think the bill does anything
to challenge that notion. A second kind of connection that has
always been regulated is interlocks between bank managers and
officers of unaffiliated businesses. The reasons behind that are
sound antitrust policy. They are not affected by the bill.

The two things of interest are the other two kinds of separation
regulation. First is regulation which structures and limits the
terms, amount, and the kind of relationships and transactions be-
tween banks and their affiliates, by which I mean parent compa-
nies, sister companies, and such. That is on the one hand. On the
other hand are limits on the nature of the business activity that
bank affiliates can engage in. That is the only thing, that final
kind of separation regulation, really challenged by this bill. It’s not
an enduring part of American history. It doesn’t go back 100 years.

The first general prohibition on these kinds of affiliations oc-
curred only in 1956, with the Bank Holding Company Act. That
only applied to multibank holding companies. It was extended in
1970 to single-bank holding companies, on grounds which I argue
were never entirely clear or persuasive and ought to be rethought.
1 would do away with the whole “closely related to banking” test—
though not right away. I would like to do it in small steps. I think
the proposed step is something which is such a thing, an experi-
ment. We can see how it works out.

BALANCING TWO POLICY OBJECTIVES

1 feel strongly about this, because it’s important to balance two
policy objectives in society: First, keeping bank deposits safe;
second, efficiency. The proper attitude of Congress ought to be that
it should not generally and routinely substitute congressional busi-
ness judgment for that of businessmen. I think, therefore, that if
private businesses want to go into a new venture and think that it
will be feasible and profitable, they ought to be allowed to do so,
unless there are clearly identifiable, empirically supported dangers
that ought to be taken into account. And if that is the case, we
ought to protect against those dangers in the least restrictive way,
not by absolute prohibitions.

The reason I think the right way to control financial risks and
other kinds of risks in the holding company system is by transac-
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tional regulation, rather than by controlling the nature of affili-
ates’ activities, is that, if you look at the history of bank failures,
you will find the majority of them—and this is true of other
financial institutions—occur because of some form of conflict of
interest, self-dealing within the system, or managerial dishonesty.

There is a lot of that, and I would say those things should be
controlled as such. I don’t think that limits on the lines of business
activity really respond to those dangers. They are beside the point.

This is explored more in the written testimony and in the article
I would like to have included in the record, which I have given to
the lady over there.

The final point I would make is about the control issue. It has
been suggested that if the bill allows banks to get some sort of
equity interest in export trading companies, that might be OK, but
control is beyond the pale. I am simply baffled by this. I don't see
the logical connection at all between control or the lack of it and
the objectives behind restrictions.

The objectives seem to be to limit the bank’s financial exposure
and to preclude conflicts of interest. Forbidding bank control is a
poor way to do either of those things. The bank could have a whole
bunch of noncontrolling interests in export trading companies, up
to 5 percent of its capital and surplus, and lose all of that. And if it
had controlling interests, it could still only go to that limit, and
that is what it could lose.

A suggestion was made awhile ago—and this is in some of the
prepared testimony—that while other sorts of things may happen,
the bank, if it controls an enterprise, may feel bound to help it out
when it’s in trouble. The answer to this problem is very simple. It
is an answer that should have been pursued by the agencies in
connection with the REIT experience: You can prohibit banks from
getting involved in workout situations beyond what is permitted by
certain guidelines. This bill allows for regulations and rules that
would accomplish that.

An other suggestion that was just made was that sometimes the
creditors of an export trading company will be able to get at the
controlling bank’s assets, even though its investment is legally
limited. I suppose the idea is that they could do this by invoking
legal doctrines like “equitable subordination,” “piercing the corpo-
rate veil, "and the like. This argument comes up a lot in connec-
tion with discussions of the Bank Holding Company Act. It is an
entirely speculative argument. It almost never happens. I know,
because I read every single published case in the United States
that dealt with the subject of corporate-veil piercing. You can find
almost no cases—I do not remember any—in which bank depositors
were subordinated to creditors of an affiliated enterprise. It is a
minor risk. I think some of the other ones alleged are minor, too.
As for the conflict-of-interest risk, which I tried to analyze in my
paper, I do not see exactly how it would come about.

Rather than elaborate on that, I will, because of the time, simply
stop.

[Complete statement follows:]
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STATEMENT OF ROBERT C. CLARK, PROFESSOR OF LAW, HARVARD UNIVERSITY

My name is Robert C. Clark. I am a professor of law at
the Harvard Law School, where I teach courses in corporate law
and the regulation of financial institutions. (By financial
institutions I mean not only banks and other depository-type
institutions like savings and loan associations, but also
insurance companies, pension funds, and investment companies.)
I am not here to represent any trade association or organiza-
tion of any kind. I have no consulting arrangements with any
banks nor, for that matter, with any bank regulatory agencies.
I am here only to speak for the public interest as I see it.
Specifically, I would like to express my support for $.2718,
the bill on export trading companies, and to comment upon
§105, the provision that allows banking organizatiors to make
equity investments in export trading companies.

Since I began my career in academic law six years ago, I
devoted a great deal of my research and writing to certain
problems affecting financial institutions that were impressed
upon e by my prior experience in law practice. Because soO
much of the special, heavy regulation of financial institu-
tions seemed directed to insuring the financial soundness of
these institutions, and thus protecting their public creditors--
in the case of banks, ordinary depositors--I decided to inves-
tigate the reasons for soundness regulatiorn and the relative

pros and cons of the differcnt strategies for protecting the



176

public creditors: limiting the institution's portfolio, con-
trolling insider misconduct, creating deposit insurance schemes,
and establishing anticompetitive price and entry controls

like interest rate ceilings and restrictions on bank branching.

The result was a major law review article. (The Soundness of

Financial Intermediaries, 86 Yale L.J. 1 (1976)). A second

major topic was what I call the separation theme-- the fact

that American law, in a fascinating variety of ways, tries to
keep financial-institution activities like banking and insur-
ance separate from other business activities. This work led

to another law review article (The Requlation of Financial

Holding Companies, 92 Harv. L. Rev. 787 (1979)), which is so

germane to the concerns raised by the export trading company
bill that I would like to have it included in the record of
these hearings. (A copy of it is included with this statement.)
In my remarks today, I want to address one single issue:
the possibility that Section 105 of the export trading company
bill runs afoul of the traditional principle of separating
banking from commerce. This is a legitimate concern, perhaps
the most important one about the bill, but the guestion cannot
be answered by vague appeals to a mystical 100-year tradition
or a "long established principle" that has supposedly "served
our country well". One must first get some clear ideas about
the operational meaning of separation policy, the reasons for
it, and the guidelines lawmakers ought to follow in carrying

the policy out. Let me elaborate.
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There are at least four ways in which legal regulation can
and does "separate" banking from other business activities or,
more accurately, regulates the connections between banking and
other businesses. (1} The bank itself, as a legal entity, can
be forbidden to operate nonbanking or nonfinancial activites,
as opposed to making loans and investments in securities.

This is the oldest form of separation regulation, and the most
necessary and defensible. The purpose of it, in my view, is
the straightforward one of facilitating, or making easier, the
regulators' attempts to keep banks sound: it does this by
making the things to be regulated simple rather than complex.
The proposed bill is not a departure from this traditional
principle, since banks theéselves will not be allowed to oper=~
ate export trading businesses as divisions of the banks,

(2) A bank may be restricted in the kind, quantity, and
terms of its relationships and transactions with nonbanking
affiliates, that is, with parent, subsidiary or sister com-
panies. The purpose of these restrictions, which also go far
back in history, is again to preserve bank soundness: they do
this by trying to prevent conflicts of interest and trans-
actions within a holding company system that are unfair to the
bank. The top management in a bank holding company may have,
for a number of reasons, personal incentives to bias trans-
actions within the system against the bank and in favor of
other companies. The controls on relationships and transac-

tions within the system are an absolutely crucial kind of
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regulation, in my view, because an examination of the history
of bank and insurance company failures shows that by far the
major reason for these failures is some form of managerial dis-
honesty. The problem has not been so much excessive but
honest risk taking or simple business blunders, but fraud,
self-dealing, and conflicts of interest. In my view, the pro-
posed bill does not conflict with this traditional form of
separation regulation either, for it imposes an adequate battery
of controls on relationships between banking organizations and
their related export trading companies.

(3) The third kind of separation regulation consists of

restrictions on the kinds of business activities that affil-

iates of banks may legally carry on. The Bank Holding Company
Act, for example, limits bank affiliates to activities
"closely related" to banking. In historical terms, this kind
of separation requlation is a relative Johnny-come-lately.
Though the Glass-Steagall Banking Act of 1933 prohibited bank
affiliations with securities firms, it was not until the Bank
Holding Company Act of 1956 and its 1970 Amendments that

first multiple and then single bank holding companies were
subjected to a general prohibition against affiliation through
stock ownership with nonbanking companies. In comparative
terms, this kind of regulation is also less extensive than the
other two kinds. For example, within our own legal system

the insurance holding company laws that virtually all states

have do not impose activity restraints on insurance company
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affiliates--though state laws do severely restrict insurance
company activities and transactions with affiliates--and the
federal Savings and Loan llolding Company Act only imposes
them on multiple savings and loan holding companies. More-
over, a number of other major industrialized countries regu-
late banks heavily, but do not restrict the activities of
bank affiliates nearly as severely as American law does. The
purposes of limiting the nature of bank affiliates' business
activities have never been entirely clear or persuasive. One
major argument in the bank holding company context has been
the fear that allowing financial conglomerates to exist would
lead to an increased risk of anticompetitive practices, such
as tie-ins between bank loans and sales of products offered by
the affiliates. 1In retrospect, as I show in my article on
the separation theme, these fears seem to have been greatly
exaggerated. In any event, no one seems to be raising serious
objections to the export trading company bill on these grounds.
A second major argument for activity limits on bank affil-
iates has been that the inevitable involvement of the banks in
their affiliates' fortunes--by way of loans or advisory con-
tracts, for example--means that regulators, since they aim to
protect bank depositors, have a proper concern about control-
ing the financial exposure created for banks by these involve-
ments, and that a strong way of doing this, although it is a
crude and blunt way, is simply to prohibit affiliation by

stock ownership with most other businesses. Though many
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proponents of this view do not seem to recognize the point,
this argument must be based on the assumptions that transac-
tional controls between banks and nonbanking affiliates do not
work well and cannot be made to work well by any amount of
legislative and regulatory reform. My view is that these
assumptions are wholly gratuitous and wrong; they cannot be
supported by the systematic empirical studies that so many
economists, both in and out of the bank regulatory agencies,
have carried out on the characteristics and behavior of bank
holding companies, or by a close reading of history. My in-
clination is therefore to be very skeptical about the validity
of the celebrated "closely related to banking” test in
Section 4(c) (8) of the Bank Holding Company Act, I do not
believe that the test serves any identifiable, legitimate
public purpose that is not better served (or could not be
better served) by other, less restrictive regulation. Conse-
quently, I find it irrational to object to Section 105 of the
export trading company bill simply on the ground that under
it some banks would have affiliates that engage in a form of
commerce. What really'ought to be the focus of concern is
whether the bill provides adequate safeguards to insure the
soundness of banks, by (a) limiting their financial exposure
and (b) regulating their relationships and transactions in a
way that will minimize the risk that unfair self-dealing will

occur and will hurt the banks involved.
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The bill contains a number of different kinds of controls
on banks' financial exposure and the risk of harmful self-
dealing transactions with export trading companies: there are
mechanical, structural rules within the statute itself that
are aimed at prevention; there is provision for regulatory con-
trols; and there are special statutory rules dealing with par-
ticular kinds of risks that are envisioned with respect to
export trading companies. Under the_ first heading I would put
the rule that limits equity investments in an export trading
company to 5% of a banking organization's consolidated capital
and surplus, and the rule that limits investments together with
loans and other extensions of credit to 10% of capital and
surplus. I would also point out that other provisions of
banking law, already in existence, restrict the total amount
of a bank's loans to and investments in all of its affiliates
to 20% of the bank's capital and surplus. Under the second
heading I would place the provision requiring bank regulatory
approval for larger acquisitions and controling acquisitions
of export trading companies, the extremely open-ended, useful
power given to the agencies to condition approvals in ways
needed to reduce financial exposure and the risk of conflicts
of interest, and the provision giving regulatory agencies the
power to terminate a bank's relationship with an export
trading company. Under the third heading, I would place the
rules against name similarity, speculation in commodities,

and the making by the banks of abnormally risky loans.
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(4) I will mention the fourth kind of separation
regulation for the sake of completeness. Various legal pro-
visions restrict managerial overlaps, e.¢g., interlocking
directorates, between banks and various unaffiliated enter-
prises. Their purpose is to assist antitrust policy by
reducing occasions for managers to engage in collusion. The
proposed bill in no way contravenes this regulatory tradition.

Thus, the main focus of the Committee, in assessing
whether the bill unduly departs from the complex cluster of
past policies regulating connections between banking and
commerce,ought to be whether the goals of the second kind of
separation regulation, which deals with the terms of rela-
tionships and transactions between banks and their affiliates,
are adequately met. In this light, two concerns about the
bill appear to me to be misplaced. The first is the notion
that bank ownership of noncontrolling stock interests in
export trading companies may be tolerable, but controlling
interests are beyond the pale. I am baffled by this dis-
tinction, for I do not see a clear connection between it and
the likely degree of risk to bank soundness. Whether a bank
buys several minority blocks of stock in different trading
companies or a smaller number of controlling blocks has little
to do with permissible extent of the bank's financial exposure:
the .5% and 10% tests take care of that problem. And whether

a bank's officers can directly or indirectly control the
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business decisions of an export trading company has a
bearing on self-dealing risks, but it is not what one might
casually think. The positive significance of control is
that if the bank has it,and banks really are able to generate
synergistic gains by lending their know-how to trading com-
panies, the bank is more certain of implementing its
business decisions and reaping the benefits thereof; it is
also less likely to be abused by those in charge of the
company, as minority shareholders often are. These possi-
bilities clearly speak in favor of allowing bank control.
The negative side of control is that the bank which
controls an export trading company can make it enter a
transaction that hurts the export trading company and its
minority shareholders, but helps the bank, and therefore
actually increases bank soundness and the protection of
depositors. An example is a loan to tﬁe trading company
at an excessive interest rate. This might occur, but it is
the kind of possibility that-.afflicts all minority share-
holders in all corporate subsidiaries. It is controlled by
corpo?ate law doctrines, and any reforms ought to be made
by changing corporate laws, not the banking laws. Of course,
one may reply that the bank controlling an expcrt trading
company might make loans to it at an unfairly low interest
rate, and this would cheat the bank if the bank owned less

than 100% of the tradinyg company stock. This is abstractly
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possible, but I cannot imagine that any rational officer of the
bank or bank holding company, whose own compensation is tied

to performance of the banks or the holding company, would

want to do it, even if he were looking out solely for his

own interest.

The second misplaced concern that might be voiced about
the bill is that the claimed synergistic gains from letting
banks own export trading companies have not been conclusively
proven. My view is that this attitude turns the proper
burden of proof backwards. When private businesses contem-
plate trying new ventures, their own self interest will lead
them to make the most rational judgments they can about
feasibility and profitability, so lawmakers ought to adopt
the presumption that they should be allowed to try new
ventures unless there are compelling, clearly identifiable,
empirically supported reasons for enacting prohibitions or
restrictions. Congress should not be in the habit of
routinely substituting its own business judgment for that
of businessmen. Furthermore, enacted legal restraints
should always be the least restrictive ones that will
achieve the legislative goals. Only then will the law
permit maximum efficiency and productivity--which are
desperately needed in this country at the present time.
Following this philosophy will lead one, I think, to

support $.2718.
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THE REGULATION OF
FINANCIAL HOLDING COMPANIES

Robert Charles Clark *

A common trait of laws regulating financial intermediaries and
their holding companies is the attempt to separate intermediation
from other business activities. In this Article, Professor Clark de-
scribes the pervasiveness of this trait and, after an analysis of the
possible justifications for it, determines that separation regulation
is primarily addressed to antitrust concerns and to the concern for
facilitating regulation of the soundness of financial intermediaries.
He argues that the first concern does not call for specialized anti-
trust legislation whereas the second demands that current regulation
be strengthened significantly.

panies, and savings and loan associations, as well as their vari-
ous holding companies,' exhibits a persistent common theme that
is both theoretically fascinating and of the utmost practical con-
sequence. Stated generally, the theme is as follows: regulation
sharply limits the ways in which financial-intermediary activities
proper, that is, banking and insurance,”* may be connected to

IN the United States, the regulation of banks, insurance com-

* Professor of Law, Harvard University.

! The list is narrower than what would be captured by the phrase, “financial
intermediaries and their holding companies.”” As I use the term, “financial inter-
mediaries” includes -depository institutions, such as commercial banks, savings and
loan associations, mutual savings banks, and credit unions; insuring institutions,
such as life insurance companies, property and liability insurance companies, and
pension plans; and investment companies, such as mutual funds, closed-end funds,
and real estate investment trusts. For simplicity, and because the relevant law adds
little to the themes explored here, mutual savings banks, credit unions, and
property and liability insurance companies are virtually ignored in this Article.
As for investment companies, they rarely belong to holding company systems in
the sense of groups of companies affiliated through stock ownership. Nevertheless,
they frequently do belong to a looser system of entities that are under the de
facto control of common managers; the significance of these arrangements is ex-
plored pp. 832-33, 84445 infra.

2 The term “financial-intermediary activities” actually includes not only bank-
ing and insurance but also investment pooling on behalf of small investors, such
as is provided by investment companies. Indeed, investment companies are the
purest and simplest types of financial intermediaries, for most of the other finan-
cial intermediaries, which do in fact pool investments on behalf of their public
suppliers of capital, also provide substantial noninvestment services, such as pro-
vision of a means of payment (e.g., checking accounts) or insurance protection

789
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other activities. For brevity, I will refer to this as the separation
theme, since the laws in question strive, in various ways and with
varying intensity, to keep financial intermediation isolated from
other activities. The purpose of this Article is to explore the
existence, justifications, and ramifications of the separation
theme.

It is important, at the outset, to focus on the basic elements of
the separation theme, for much previous literature has focused on
technical fractions of the problem, with little evident awareness
of a larger and simpler pattern. My general formulation of the
theme leads naturally to several questions. First, what are “bank-
ing” and “insurance”? That is, what are the proper definitions
of the intermediary activities that the law tries in so many ways
to keep separate from nonintermediary activities? Second, what
are the different kinds of “connections” between intermediation
and other activities that the law could, does, and should prohibit
or regulate? Some connections that are subject to regulation are
the operation of an intermediary business and a nonintermediary
business within the same corporate entity, the affiliation * through
stock ownership of a corporation engaged in banking or insurance
with a corporation engaged in other activities, the execution of
transactions between banks or insurance companies and their
affiliated corporations, and the existence of overlapping directors
or officers of an intermediary and a nonintermediary company.
Third, does and should separation regulation vary depending on
which precise kinds of nonintermediary activities arc involved,
and if so, how? Four categories of activities may usefully be
distinguished. The first is nonfinancial activities. At the opposite
end of the spectrum are other intermediary activities. May the
two major categories of intermediation, banking and insurance,
be combined or connected? Between these poles are the two cate-
gories that historically have caused the greatest difficulty, invest-
ment banking and investment management.

These three sets of questions are examined throughout this
Article. Part I shows how a multitude of apparently diverse legal
rules relate to the separation theme. Part II considers what

against noninvestment risks, that are viewed by the public as the primary reward
for furnishing money to the intermediary. But, as mentioned in note 1 supra, in-
vestment companies will not be given separate treatment, though the permissible
relationships between banks and investment companies and between insurers and
investment companies are explored at various places. See pp. 798-800, 808-10
infra.

3 An “affiliate” of a corporation is a person that controls, is controlled by, or
is under common control with, the corporation. The term “person’ includes
corporations and natural persons, as well as partnerships, most trusts, and orga-
nized groups of natural persons.
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major, legitimate public policies may justify separation regula-
tion, and Part III evaluates the major features of the existing
regulatory patterns in light of those policies. While questions
about the meaning of “connections” and “other activities” in my
general formulation of the separation theme are dealt with in the
first three parts, Part IV takes up for special consideration the
proper limits of the terms “banking” and “insurance.” This sub-
ject, which merits separate treatment because of the legal con-
troversy to which it has given rise, is best discussed only after a
resolution of basic policy issues.

Obviously, one can neither find coherence or intelligibility in
the existing law’s answers to the questions I have put, nor evalu-
ate the answers, without a grasp of the policies behind the sep-
aration theme. Because my argument is somewhat involved, it
may be helpful to present an overview of it here. Out of a host
of seemingly plausible policy candidates, I will identify two sig-
nificant contenders. One is the goal of facilitating regulation to
insure the soundness of financial intermediaries.* Separation
techniques may aid soundness regulation by making it adminis-
tratively simpler and more efficient, and they may prevent its
subversion by excessive fraud and abusive conflicts of interest.
The other goal of separation regulation might be loosely described
as consisting of antitrust policies. Roughly speaking, my conclu-
sions are that the first goal requires regulation that is stricter in
some respects than existing law, that the second. goal should be
handled by general antitrust regulatory techniques and does not
justify very much special legislation directed at financial holding
companies, and that important features of existing law serve no
legitimate public purpose and should be abolished. The principal
legal pattern in this latter category is the limitation of holding
company affilities of intermediaries to lines of business that are,
depending on the context, “closely related” to banking,® “reason-
ably ancillary” to insurance,’® or a “proper incident” to the sav-
ings and loan business.’

I. Law: THE EXISTING PATTERNS AND
THEIR RELATIONSHIPS

This Part will focus on the extent to which current law regu-
lates acquisitions of intermediaries, nonintermediary activities of

4 On the meaning of soundness, the reasons for making it a legislative goal,
and the merits of various strategies for achieving it, see Clark, The Soundness of
Financial Intermediaries, 86 YALE L..J. 1 (1976).

5 See pp. 796-98 infra.

8 See pp. 807~09 infra.

7 See pp. 812-13 infra.
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intermediaries, nonintermediary activities of affilates, transactions
among affiliates, and managerial overlaps. It is of interest, in
view of the heightened corporate takeover activity that is now
occurring, to note that, in the case of each of the three types of
financial holding companies examined here, the significant laws
concerning affiliates were enacted in the late 1960’s, a period of
numerous conglomerate acquisitions.

A. Bank Holding Companies

1. Acquisitions of Banks. — Before examining the activity re-
strictions on bank holding company systems,® it is helpful to
understand some basic elements of the regulation of multibank
holding company systems, even those attempting no nonbanking
activities. The rules governing formations and acquisitions by
such systems of additional banks display themes that will serve
as a benchmark for considering the tests applied to formations
and acquisitions of nonbanks.

The growth and importance of multibank holding companies
have led to federal regulation, even where the companies control
only banks that are neither federally chartered nor members of
the Federal Reserve System. Section 3 of the Bank Holding
Company Act?® governs bank holding company acquisitions of
any type of bank. It requires the prior approval of the Board of
Governors of the Federal Reserve System before certain types of
acquisitions and similar activities.’® The statute sets out the pro-
cedures for seeking approval, the most important aspect of which
is that any order by the Board granting an application does not

8 In this Article, I will usually distinguish among banks, bank holding companies
(in the sense of corporate entities that control banks), bank affiliates (in the sense
of companies, including bank holding companies, that are affiliated with banks
through stock ownership or other control devices), and bank holding company
systems (meaning a bank and all of its affiliates including nonbank affiliates). A
similar usage will be followed in the Sections dealing with insurance. It should
be noted, however, that in the literature the phrase “bank holding company” may
be used in three different ways: to mean the holding company proper, to mean
the holding company and its nonbank affiliates, or to mean the holding company
and all of its affiliates. The context usually makes clear which meaning is in-
tended, but only if one already has some knowledge of the holding company
statute.

212 US.C. § 1842(a) (1976). The subsection requires approval before any of-
the following: (1) any company becomes a bank holding company (BHC), (2)
any bank becomes a subsidiary of a BHC, (3) any BHC acquires direct or in-
direct ownership or control of the bank stock if the acquisition will increase the
BHC's interest in that bank to more than five percent of the voting shares, (4)
any BHC or nonbank subsidiary of a BHC acquires substantially all of the assets
of a bank, or (5) any BHC merges or consolidates with any other BHC.

10 7d. §§ 1842(b), 1849(b); see regulation Y, 12 C.F.R. §§ 225.3, 265.2 (1978).
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become final until thirty days after issuance so that the Justice
Department may challenge the application on antitrust grounds.
Subsection 3(c) sets out the substantive criteria for approval of
bank acquisitions.!* The first paragraph of the subsection directs
the Board not to approve an acquisition which would result in a
monopoly or further a combination or conspiracy to monopolize
or to attempt to monopolize the business of banking in any part
of the United States; it apes section 2 of the Sherman Act.!* The
second paragraph follows Clayton Act section 7 !3 by proscribing
any acquisition whose effect may be substantially to lessen com-
petition, but adds a proviso not found in the Clayton Act: “unless
it [the Board] finds that the anticompetitive effects of the pro-
posed transaction are clearly outweighed in the public interest by
the probable effect of the transaction in meeting the convenience
and needs of the community to be served.” '* The third criterion
is in a final sentence which says that in every case the Board shall
consider the financial and managerial resources and future pros-
pects of the company or companies and the banks concerned, and
the convenience and needs of the community to be served.’® It
seems established that the Board has no authority under section
3(c) of the Bank Holding Company Act to consider factors, such
as fairness of the acquisition price paid to minority shareholders
of a target bank, other than the three principal ones indicated in
the statute.!® The provisions of section 1 of the Bank Merger

1112 US.C. § 1842(c) (1976).

1215 id. § 2.

1314. § 18.

1412 id. § 1842(c)(2) (emphasis added).

151d. § 1842(c).

18 See Western Bancshares, Inc. v. Board of Governors of the Fed. Reserve Sys.,
480 F.2d 749 (10th Cir. 1973).

In addition to satisfying the federal law, bank holding companies seeking addi-
tional banks must not be caught by any of three types of state restrictions —
branching laws, bank holding company laws, and failures to permit entry by out-
of-state holding companies. National banks are bound by state branching laws,
12 US.C. § 36(c) (1976). A BHC trying to establish or acquire another bank,
whether state or federal, may be attacked on the ground that the new bank would
be a de facto branch of an existing subsidiary bank of the BHC, and as such
would violate a state restriction on branching. See, e.g., First Nat'l Bank v. First
Bank Stock Corp., 306 F.2d 937 (gth Cir. 1962). Bank Holding Company Act
§ 7, 12 US.C. § 1846 (1976), preserves state jurisdiction over BHC’s. Many states
have bank holding company laws, some of which flatly prohibit BHC’s.

In addition, Bank Holding Company Act § 3(d), 12 U.S.C. § 1842(d) (1976),
prohibits an out-of-state BHC from acquiring an in-state bank unless the acquisi-
tion is “specifically authorized by the statute laws of the State . . . by language
to that effect and not merely by implication” (emphasis added). Most states have
no relevant laws.
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Act of 1966 7 are very similar, and to some extent regulators and
judges have used similar language to elaborate the meaning of
the three principal elements of the substantive rule in both laws.®

The “anticompetitive effects” test for bank mergers and
acquisitions shows clearly a congressional determination that
antitrust concerns about business combinations are not called off
simply because the combining entities are banks, which already -
are subject to intensive special regulation. Why it was thought
desirabie to go beyond simple clarification of the applicability of
the Sherman and Clayton Acts to banks is much less clear. The
“convenience and needs” defense obviously was intended to dilute
the antitrust standards applied to banks. The fact that the test
looks to the convenience and needs of a community — depositors
and borrowers, essentially — might suggest that Congress thought
that facilitating the satisfaction of communities’ desires for bank-
ing services is so much more important than facilitating the satis-
faction of their desires for all other business services that a weak-
ening of normal antitrust policy was warranted. But this notion
is somewhat misleading. It is more instructive to locate the “con-
venience and needs” concept within a broader perspective. For
many years the need criterion, phrased variously as “convenience
and needs,” “convenience and advantage,” or the like, has been
applied as a test for prior regulatory approval of key events in
the business of banking, such as obtaining a charter ** and open-

1712 US.C. § 1828(c)(5) (1976).

18 A good case exemplifying the Board’s approach to subsection 3(¢) of the
Bank Holding Company Act is First Florida Bankcorporation, 59 Fed. Res. Bull.
183 (1973). In the spirit of more recent Supreme Court opinions, e.g., United
States v. Marine Bancorporation, 418 U.S. 602 (1974), the Board rejected a
potential-competition argument against the proposed merger of two large BHC's.

For ‘“convenience and needs” as a defense under the Bank Merger Act, 12
US.C. § 1828(c)(5) (1976), see United States v. Third Nat'l Bank, 390 U.S. 171,
186 (1968) (convenience and needs defense could apply where merged institution has
“capabilities for serving the public interest not possessed by either of the two
merging institutions alone,” e.g., where a near-insolvent bank is rescued) (dictum);
United States v. First City Nat'l Bank, 386 U.S. 361 (1967) (convenience and
needs defense must be pleaded and proved by defenders of the merger).

The “financial and managerial resources” test is the basis for the Board’s view
that a hign level of acquisition debt may keep a BHC from helping subsidiary
banks in trouble and may tempt it to milk its banks in order to repay the debt.
See R. Pozen, FNaNCIAL INSTITUTIONS: INVESTMENT MANAGEMENT 467 (1978).
The Board has general rules about the proper capital structure for BHC’s that
acquire banks or other BHC’s; r2 C.F.R. § 265.2(f) (1978), but neither these
rules nor the decisions give precise criteria for the capital structure of a BHC
system. Recently, the Supreme Court did uphold the Board’s power to deny an
application on the ground that the proposed BHC would not be a source of
financial and managerial strength to its subsidiary bank. See Board of Governors
of the Fed. Reserve Sys. v. First Lincolnwood Corp., 99 S. Ct. 505 (1978).

9 Eg, NY. Bankmg Law § 24 (McKinney 1971).
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ing a new branch.*® The same has been true in the operation of
other financial intermediaries.

A traditional part of the reasoning behind the use of the need
criterion has been that restriction of entry is necessary to promote
the goal of ensuring the financial soundness of intermediaries;
preventing “overbanking” will reduce its supposed corollary, a
socially excessive risk of bank failures, or failures of other inter-
mediaries. In the acquisition context, denying approval of a pro-
posed combination conceivably might promote the soundness of
banks competing with one or more of the combining banks. But
this consideration would point in the same direction as any pos-
sible anticompetitive effects of the acquisition, rather than out-
weighing them. In a few cases, a combination might promote the
soundness of one of the banks involved, especially if it were a
“failing company.” In this situation general antitrust principles
already grant a defense;** the “convenience and needs” language
in section 3 of the Bank Holding Company Act can therefore be
read as a signal to treat this defense in a generous way.>® The
final test in the section 3 trilogy, “the financial and managerial
resources” of the combining companies, is one that is obviously
directed towards bank soundness.

In summary, then, the federal law’s substantive tests for bank
mergers and holding company acquisitions of banks display a
dual objective, the furtherance of general antitrust policies and
the promotion of bank soundness, and the importance of the sec-
ond goal seems to have been thought to require some sacrifice in
the degree to which the first is obtained.

2. Nonbanking Activities of Banks. — The law’s approach to
the permissible. activities of banks is nicely reflected in a striking
contrast between the draftsmanship of the special laws under
which banks are incorporated and the general laws under which
most business corporations are chartered. The powers-and-pur-
poses provisions of the former are expressed in an essentially
closed list; those of the latter, in more open-ended concepts. For
instance, the basic provision governing powers of national banks
simply grants elementary corporate powers and lists the many
banking functions — most of them quite traditional — that na-

0 Eg., id., §§ 29, 105 (McKinney 1971 & Supp. 1978).

2! See Clark, supra note 4, at 3o n.87.

22 See 3 P. AREepa & D. TURNER, ANTITRUST Law { 7orh, at 10608 (1978);
16B J. von KaLmvowskI, BUsSINESs ORGANIZATION: ANTITRUST LAws anD TRrADE
REcurATION § 19.03, at 10-131 to -144 (1978).

23 See United States v. Third Nat’'l Bank, 390 U.S. 171, 187 (1968) (applying
this interpretation to the identical provision of Bank Merger Act of 1966, § 1,
12 US.C. § 1828 (1976)).
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tional banks are allowed to perform.®* If an act is not described
in the list, the bank cannot do it. In addition, other provisions of
the federal banking laws explicitly deny or restrict the powers of
national banks in various ways.?® By contrast, the Delaware
Corporation Law states that corporations may be organized under
it “to conduct or promote any lawful business or purposes,” %
except as otherwise provided by the Delaware Constitution or
other laws, e.g., the provision denying banking powers to com-
panies incorporated under the general law.*™ To be sure, banks
are often given leeway by state laws to engage in a small amount
of nonbanking activity,”® and the federal law grants national
banks incidental powers necessary to carry on the business of
banking,* but this is a far cry from the open-endedness of the
business corporation laws. History has occasionally dramatized
the difference, as when the innovative interpretations by Comp-
troller James Saxon in the 1960’s of the National Banking Act’s
incidental powers clause were frequently overturned in the
courts.3° .

3. Nonbanking Activities of Bank Holding Companies. —
Section 4(a) of the federal Bank Holding Company Act,*! which
governs all bank holding companies, generally prohibits bank
holding companies from acquiring shares in nonbanking com-
panies. Section 4(c) sets forth numerous exemptions. By far the
most important and controversial is given by section 4(c)(8).32
Briefly stated, it exempts transactions that satisfy two tests: the
nonbanking activity that the bank holding company proposes to

2412 US.C. § 24 (1976).

23 See, e.g., id. § 24, para. 7 (national banks may not act as underwriters or
dealers in corporate stock for their customers, generally may not own common
stock for their own accounts, and may purchase “investment securities,” i.e., debt
instruments, only as prescribed by the Comptroller of the Currency); id. § 29
(national banks generally may not own real estate other than their own office
buildings) ; id. § g2a (trustee and other fiduciary powers limited to those avail-
able to state banks in the same state).

8 Der. CopE AN, tit. 8, § 1o1(b) (1974).

37 Id. tit. 8, § 126. Of course, a corporation could not stand ready to engage
in almost any business activity unless its certificate of incorporation contained an
open-ended purposes clause, but Delaware law clearly permits such clauses.

28 E.g., Mass. GEN. Laws ANN. ch. 172, § 48, para. 20 (West 1972) (banking
departments of trust companies permitted to invest up to three percent of deposits
in otherwise ineligible investments).

29 12 US.C. § 24, para. 7 (1976).

30 See Arnold Tours, Inc. v. Camp, 472 F.2d 427 (1st Cir. 1972) (striking down
a regulation permitting banks to operate travel agencies); Port of New York
Auth, v, Baker, Watts & Co., 392 F.2d 497 (D.C. Cir. 1968) (striking down a
Comptroller regulation permitting national banks to underwrite revenue bonds).

31 12 US.C. § 1843(a) (1976).

32 1d. § 1843(c) (8).
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start or acquire must be “closely related” to banking, and it must
produce “public benefits.” The latter requirement entails a bal-
ancing of at least three types of possible benefits — greater con-
venience, increased competition, and efficiency gains — and five
types of possible adverse effects — undue concentration, decreased
competition, unfair competition, conflicts of interest, and unsound
banking practices.*® Though its language differs from the test for
bank acquisitions in section 3 of the Bank Holding Company Act,
the public benefits test can be seen to contain the same dual ob-
jective of furthering antitrust policies and promoting bank sound-
ness. For instance, conflicts of interest were thought important
precisely because they threaten bank safety, and not because they
threaten to injure bank stockholders.*

The “closely related” test has been spelled out, to a large
extent, in the Federal Reserve Board’s regulation Y,3° although
some important determinations have been made in the course of
decisions on specific applications. Interestingly, the activities
listed by regulation Y as closely related to banking are rather
traditional; most are legal for national banks to engage in directly.
One may group them into four categories: credit extensions and
related activities, financial management, data processing services
related to banking and finance, and specialized courier services.*®

3 1d.

34 As to the conflict of interest created by interaffiliate loans, for example,
consider the following:

The reasons underlying the divestment requirement [of H.R. 6227, a com-

promised version of which became the Bank Holding Company Act of 19561

are simple. As a general rule, banks are prohibited from engaging in any

other type of enterprise than banking itself. This is because of the danger

to the depositors which might result where the bank finds itself in effect

both the borrower and the lender. . . . [Iln critical times the holding com-

pany which operates nonbanking businesses may be subjected to strong
temptation to cause the banks which it controls to make loans to its non-
banking affiliates even though such loans may not at that time be entirely
justified in the light of current banking standards.

H.R. Rep. No. 609, 84th Cong., 15t Sess. 16 (19535) (emphasis added).

3512 CF.R. § 225.4(a) (1978).

38 See Schotland, Bank Holding Companies and Public Policy Today, in HoUse
ComM. on Banking, CURrENCY anND HousiNg, g4TH CONG. 2D Sgss., FINanNCIAL
INsTITUTIONS AND THE NATION'S EcoNomy (FINE), CoMPENDIUM OF PAPERS PRrE-
PARED FOR THE FINE Stupy 233, 239—40 (Comm. Print 1976). The 12 activi-
ties in regulation Y are grouped and categorized as follows:

a. Credit extension and related activities: lending such as is done by mort-
gage, finance, or factoring companies; lending by industrial banks or loan
companies; servicing loans; leasing that is equivalent to financing the lessee;
investing in projects designed to promote community welfare; acting as insur-
ance agent or broker where the insurance is directly related to credit or finan-
cial services; and underwriting credit life and credit accident and health insur-
ance directly related to extensions of credit.

b. Financial management: management consulting for unaffiliated banks;
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Just as significant are activities that the Board has found to be
impermissible: operation of a savings and loan association, under-
writing life insurance not sold in connection with credit extensions
by some member of the bank holding company system, equity
funding (the combined sale of mutual fund shares and insur-
ance), real estate brokerage, land development, real estate syndi-
cation, property management, and management consulting except
to unaffiliated banks.*

Between 1970 and 1976, about seventy percent of the de novo
entries had been into only four fields: consumer finance, mortgage
banking, insurance, and financial leasing.®® Of these, only insur-
ance raises doubts about the closeness of its relationship to bank-
ing. It is not surprising that independent insurance agents were
quick to challenge the regulation in court. In the important re-
cent case of Alabama Association of Insurance Agents v. Board
of Governors of the Federal Reserve System,® the Fifth Circuit
took the opportunity to lay down some parameters of permissible
insurance activities by bank holding companies. Although some
parts of the Board’s regulation were struck down, the court up-
held a provision of great practical importance permitting holding
company affiliates to act as insurance agents or brokers for the
sale of property or liability insurance in connection with the
affiliated bank’s extensions of credit to its customers for the pur-
pose of buying the insured property. Thus, when a bank makes a
home mortgage loan or a car loan, the affiliated company can sell
the borrower his homeowners’ or automobile insurance policy.

The area of permissible connections between banking and the
business of providing investment banking services or investment
management to others has been a source of continuing contro-
versy. Five bank activities should be noted: operating a dis-
guised investment company, dealing with explicit investment
companies, managing pension funds, creating entities that look
like investment companies specializing in holding mortgages, and
sponsoring other investment services.

Consider Citibank’s effort, some years ago, to get into the

performing fiduciary activities; and acting as investment or financial adviser
to mortgage or real estate investment trusts, to investment companies (under
certain quite restrictive conditions), or to state and local governments.
c. Providing data processing services related to banking and finance.
d. Providing specialized courier services.
For a comprehensive review, see P. HELLER, HaNDBOOK OF FEDERAL Bank HoLbing
CoMpraNY Law 229-61 (1976).
37 12 C.F.R. § 225.126 (1978).
38 Schotland, supre note 36, at 241-43.
3% 533 F.od 224 (5th Cir. 1976), vacated in part, 538 F.2d 729 (5th Cir. 1977),
cert. denied, 435 U.S. 904 (1978).
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booming mutual fund business by operating a “commingled man-
aging agency account,” which appeared to most observers to differ
in few essentials from a mutual fund. In Investment Company
Institute v. Camp*® the Supreme Court held the Comptroller’s
regulation that authorized sale of interests in such a fund invalid,
as a violation of the Glass-Steagall Banking Act of 1933.*' The
Glass-Steagall Act generally mandates the separation of commer-
cial banking from investment banking. Section 16 of the Act **
forbids national banks to underwrite any issue of securities or
stock and limits their dealing in securities and stock to purchases
and sales solely upon the order and for the account of customers.
Section 21 ** prohibits firms engaged in the business of under-
writing, selling, or distributing securities, at wholesale or retail
— that is, securities firms — from engaging in the business of
deposit banking. The Court’s condemnation of the commingled
fund arrangement in Camp was crucially related to the bank’s
proposed method of marketing interests in the fund. Banks had
long been permitted to give individual customers investment ad-
vice and to execute trades for them, and had been allowed to
operate common trust funds in which individual fiduciary accounts
could be commingled.** The Citibank arrangement could have
been seen as a mere inoffensive combination of activities that were
quite similar to activities that were separately permitted to
banks.* The crucial difference, however, is that the new arrange-
ment would have involved the bank in the aggressive promotional
efforts that characterize securities firms’ activities and that were
thought by Congress to implicate banks in various conflicts of
interest and to tempt them to engage in unsound practices.*®
Suppose that Citibank had established its commingled fund as
a separate legal entity, that is, as an explicit investment company,
had restricted itself to giving investment advice to the entity, and
had caused a nonbank affiliate of itself to underwrite and distrib-
ute interests in the fund. It would have seemed to fall outside sec-
tions 16 and 21 of the Glass-Steagall Act. True, the fund would
then be seen, rather clearly, to be an investment company subject
to the Securities Act of 1933 *" and the Investment Company Act

40 401 US. 617 (1971).

41 Ch. 89, 48 Stat. 162 (1933) (codified in scattered sections of 12, 15, 30
US.C).

4212 US.C. § 24, para. 7 (1976).

314, § 378(a).

“4 401 US. at 624~25.

45 See, e.g., id. at 643-45 (Blackmun, J., dissenting).

48 401 US. at 630-34.

47135 US.C. §§ 77a~77aa (1976).
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of 1940,* but the Supreme Court would undoubtedly have held
these laws applicable to the actual setup in the Camp case, had
it been necessary to reach the question.** Indeed, Citibank did
register its fund under these federal securities laws.”® Neverthe-
less, the separate fund would be illegal under section 20 *' and
possibly section 32 ** of the Glass-Steagall Act. The former sec-
tion prohibits affiliations between member banks, such as Citi-
bank, and securities firms, such as the underwriter firm in the
hypothetical. The latter provision prohibits an officer, director, or
employee of a member bank from serving as an officer, director, or
employee of a securities firm. It might or might not apply, de-
pending on whether there were any actual personnel overlaps
between the bank and the underwriting affiliate.

The Federal Reserve Board’s detailed “interpretation” of its
rule permitting bank holding company entry into the activity of
being investment adviser to an investment company attempts to
obey the spirit of these provisions.?® The interpretation expresses
the Board’s view that a bank holding company, including any
nonbank member of the system, may not sponsor, organize, or
control a mutual fund — which continuously issues shares and is
thus like a securities firm in its concern with marketing of securi-
ties — though it may do these things to a closed-end fund as long
as the latter is not primarily or frequently engaged in the issuance,
sale, or distribution of securities. Furthermore, a bank holding
company system may not engage in the sale or distribution of the
securities of any investment company for which it acts as invest-
ment adviser. In other words, the only thing a bank holding com-
pany can do for a mutual fund is to provide investment manage-
ment or advice. As for closed-end funds, it may also sponsor and
organize them, but it cannot serve as underwriter or retail seller
of the shares.

Bank trust departments, of course, can and do manage private
pension plans, even when plan assets are put into common trust
funds,* without anyone charging violations of the Glass-Steagall
Act. Given the marketing endeavors of many trust departments
for this kind of business, one may well question whether the exist-
ing state of affairs is consistent with the cases and rules concerning
investment companies.

48 I1d. §8 8oa-1 to —52 (1976). )

4% The basis for this judgment is the Court’s treatment of variable-annuity
arrangements, discussed pp. 857-60 infra.

50 Tnvestment Co. Inst. v. Camp, gor U.S. at 622-23.

31 12 US.C. § 377 (1976).

521d. § 78.

53 12 C.F.R. § 225.125 (1978).

34 See, e.g., id. § 9.18(a) (2).
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What may be the most economically significant development
in the aftermath of Caemp is the permission granted Bank of
America to sell undivided interests in a pool of mortgages taken
from its portfolio.”® The pool seemed very much like an invest-
ment company. Certificates of interest in minimum denominations
of $100,000 were marketed by an independent investment bank-
ing firm. Soon afterwards, permission was given another bank to
effect a private placement of similar certificates.’® The mortgages
were sold to a separate entity (a trust), and the bank itself was
not to incur any losses as a result of defaults by mortgagors, but
the bank did propose to market the certificates through its own
employees rather than through an underwriter. A letter from a
Deputy Comptroller opined that the use of bank employees would
not be inconsistent with section 21 of the Glass-Steagall Act, be-
cause that section expressly provides that it is not to be construed
as affecting in any way “such right as any bank . . . may other-
wise possess to sell, without recourse or agreement to repurchase,
obligations evidencing loans on real estate.” °* The letter also
noted as relevant the limited number of purchasers, their sophisti-
cated character (mostly correspondent banks), and the minimum
denomination of the certificates ($50,000), all of which suggested
that the bank’s proposal was not of the type which the Glass-
Steagall Act intended to proscribe. The legality of various ways
of marketing interests in mortgage pools is much more than an
analytically interesting problem. At present, the secondary mort-
gage market, even with the help of quasi-governmental agencies
like the Federal National Mortgage Association (Fannie Mae),
is extremely small in relation to the total amount of outstanding
mortgages.”® Bank-initiated offerings of interests in mortgage

55 QOffice of the Comptroller of the Currency, Release and Letter to an Officer
of Bank of America, [1973-1978 Transfer Binder] Fep. Bavkmvg L. Rer. (CCH)
T 97,093 (Mar. 30, 1977).

58 Letter No. 25 by Charles B. Hall, Deputy Comptroller for Banking Opera-
tions, concerning Bank-of-America-type offerings of interests in mortgage pools
(Feb. 14, 1978), {1978] Fep. Bankxmc L. Rep. (CCH) | 835,100 (Mar. 3, 1978).

37 Id. (quoting 12 US.C. § 378(a) (1) (1976)). .

58 According to one set of estimates, various lender groups held, as of the end
of 1976, about $489.9 billion of 1-4 family residential mortgages, and total sec-
ondary market purchases throughout 1976 (by federal credit agencies, federally
sponsored pools, and the private sector) totaled $42.8 billion. Brockschmidt, The
Secondary Market for Home Mortgages, Federal Reserve Bank of Kansas City,
MonTtHLY REV., Sept./Oct. 1977, at 11, 12, 14. As of the end of 1976, total home
mortgages of about $556 billion, and total mortgages of about $88¢ billion, were
outstanding. Boarp oF GOVERNORs, FEDERAL RESErvE SysTEM, Frow or Fuxps
ACCOUNTS: ASSETS AND LIABILITIES OUTSTANDING 1965-1976, at 19 (1977). By
comparison, total corporate equities (stocks) outstanding had an estimated market
value of $989.5 billion. Id. at 18. One rough estimate suggests that the average
holding period for equity investors appears to be about four to five years.
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pools represent a type of secondary-market operation which, if it
is legal and catches on, could easily involve sales of tens of billions
of dollars’ worth of securities in the near future.

Bank services or attempted services such as small investment
account services and automatic stock purchase plans are econom-
ically of far lesser significance than most of the matters discussed
above.® They have generated a disproportionate amount of legal
controversy and astute legal commentary.®*® The arguments will
not be repeated here.

4. Transactions Among Affiliates. — Most existing regulation
of transactions among affiliates of bank holding companies is
clearly directed to the single goal of promoting the soundness of
the bank affiliates. This is not to say that the regulation is strin-
gent. When the facts are bad enough, regulators can attack any
way of tapping a bank’s resources for the benefit of holding com-
panies and their nonbank affiliate as an “unsafe or unsound prac-
tice” and can issue and attempt to enforce a cease-and-desist
order.®® Present federal law does restrict, though it does not pro-
hibit, two principal ways of getting at bank resources — dividends
to stockholders and loans to (and investments in) affiliates. Both
the National Bank Act ®® and' the Federal Reserve Act® limit
banks’ ability to pay dividends without prior regulatory approval,
but these restraints are similar to the minimal ones affecting gen-
eral business corporations.®* With certain exceptions, the Federal
Reserve Act limits loans by insured banks to any given affiliate to
10%, and loans to all affiliates combined to 20% of the bank’s
equity capital.®* Direct investments in securities issued by affili-
ates are combined with loans when applying these limits. A loan

R. Rosinson & D. WRIGHTSMAN, FINANCIAL MARKETS 329 (1974). This implies
a ratio of volume of trading to amount of outstanding securities of about 20%
to 25%, which is between 2 and 3 times greater than the ratio for home mortgages.

59 See R. PozEN, supra note 18, at 530.

80 See generally Lybecker, Bank-Sponsored Investment Management Services:
A Legal History and Statutory Interpretive Analysis (pt. 1), 5 SEc. REc. L.J. 110
(1977); Note, The Legality of Bank-Sponsored Investment Services, 84 YaLe L.J.
1477 (1975). :

81 12 US.C. § 1818(c)-(d) (1976).

82 Id. § 6o.

83 Id. § 324. As for nonmember banks, state laws generally restrict dividends
out of capital. See, e.g., Mass. GEN. Laws ANN. ch. 172, § 24 (West 1972).

84 See, e.g., MopEL Bus. Corp. ACT ANN. §§ 2(j), ()-(m), 45(a), 46 (Amet-
ican Bar Foundation ed. 1971).

8512 US.C. § 371c (1976) (member banks). The restrictions were extended
to state-insured nonmember banks by the 1966 Amendments to the Bank Holding
Company Act, Pub. L. No. 86-485, § 12(c), 80 Stat. 242 (codified at 12 US.C.
§ 371¢ (1976)). Better remedies to enforce these rules, as well as cease-and-desist
orders, will soon be available. See Financial Institutions Regulatory and Interest
Rate Control Act of 1978, Pub. L. No. 95-630, §§ 101, 107-108, 92 Stat. 3641
(effective Mar. 10, 1979). '
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to an affiliate must also be secured by collateral of specified kinds
that has a market value, at the time the loan is made, of at least
110% to 120% of the amount of the loan * — a chilling require-
ment that many bankers would regard as a virtual prohibition on
loans to affiliates.

Three other potentially dangerous ways of extracting bank
resources are subject to fairly weak regulation. The first is the
bank’s payment of management fees and service charges to affili-
ates. Bank examiners may discover excessive fees and advise the
appropriate regulatory personnel to jawbone the bank into stop-
ping them, or to exercise cease-and-desist powers if the payments
are extreme enough to constitute an unsound or unsafe prac-
tice. In addition, the Federal Reserve Board may deem the pay-
ments to be adverse ‘“management factors” if and when it con-
siders a later application by the bank’s holding company, such as
an application seeking approval of the acquisition of another
bank, but this method of policing is a spotty one. A second tech-
nique is prepayment of debt owed the holding company by the -
bank. Particularly where (as is usual) the debt was subordinated
to claims of depositors, a large payment is equivalent to a large
payout of equity capital in that it increases the risk borne by
depositors and the Federal Deposit Insurance Corporation. Yet
prepayment of debt would not fall under the restrictions on bank
dividends.®” A third transaction that may drain a bank is a trans-
fer of operations either to or from it. Successful operations can be
transferred intact from a bank to a nonbank affiliate or, more
subtly, phased over. Conversely, the holding company may trans-
fer lackluster operations to the bank.

5. Managerial Overlaps. — When two or more banks are in-
terlocked and they have a significant number of common man-
agers (directors or officers), certain undesirable behavior may be
facilitated. The banks may agree more readily to restrict com-
petition, thus harming the interests of bank customers. Or the
interlock may facilitate improperly favorable loans among the
managers, threatening_the interests of bank shareholders or even
jeopardizing bank soundness.

Despite the theoretical possibility that interlocks might fa-
cilitate self-dealing schemes, the surprisingly intricate federal reg-
ulation of interlocks involving depository financial institutions is
based almost entirely on antitrust concerns.®® Section & of the

88 12 US.C. § 371c (1976).

7 Where a regulator must approve issuances of the debt, however, he might
impose conditions on prepayment.

98 See generally Wiley, Federal Regulation of Interlocks Involving Fingncial
Depositories, Counser, Spring 1977, at 1. On the special problem of bank-
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Clayton Act *® contains two distinct prohibitions: a general pro-
hibition against interlocking directorates between competing busi-
ness corporations, one of which has a net worth exceeding $1
million; and a special prohibition against bank interlocks in-
volving a director, officer, or employee of a member bank. The
special bank interlock prohibition is confined to interlocks be-
tween a member bank and any other “bank, banking association,
savings bank, or trust company, organized under the National
Bank Act or state law.” ™* Accordingly, it does not forbid inter-
locks between a bank and a nonbank company, regardless of
whether the latter is affiliated through stock ownership with the
former. In addition, there are a number of express statutory
exemptions. For instance, there is an exemption for interlocks
between a member bank and a bank not located in the same or a
contiguous or adjacent city, town, or village. This exemption
is obviously based on the notion that such banks are less likely
to be competitors of one another, at least with respect to many
banking activities. The fact that two banks are geographically
separated, however, hardly seems a reason to suppose that if
interlocked they would be less prone to managerial conflicts of
interest than two adjacent interlocked banks. The lack of con-
cern for the soundness objective is shown even more clearly by
the express exemption that permits interlocks between a mem-
ber bank and a bank more than fifty percent of the common
stock of which is owned directly or indirectly by persons owning
over fifty percent of the common stock of the member bank.™
Recently enacted bank regulation imposes even stricter regula-
tion of management interlocks involving depository institutions
and depository holding companies, but again the concern is with
antitrust dangers: the prohibitions are based on the geographical
proximity and size of institutions and do not apply to intra-
system interlocks.™

B. Insurance Holding Companies

1. Acquisitions of Insurance Companies. — As a result of a
wave of acquisitions of insurance companies in the 1960’s, two
major studies were undertaken, by a Special Committee on In-

S & L interlocks, see Comment, Interlocks in Management between Savings and
Loan Associations and Commercial Banks under the Antitrust Laws and the FTC
Act, 65 Geo. L.J. 1263 (1977).

8 15 US.C. § 19 (1976).

1d.

1 1d.

72 Financial Institutions Regulatory and Interest Rate Control Act of 1978,
Pub. L. No. g5-630, §§ 203~204, 92 Stat. 3641 (effective Mar. 10, 1979).
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surance Holding Companies in New York and by the National
Association of Insurance Commissioners (NAIC).”® The former
produced a well-known report,™ which led eventually to legisla-
tion in New York.™ In June 1969, the NAIC finally approved
model legislation for an Insurance Holding Company System
Regulatory Act (the Model Act),” which was eventually adopted,
with minor variations, in forty-six states and the District of
Columbia.™ Those states, such as New York, that did not adopt
the Model Act tended to have holding company regulations which
were quite similar.™

The Model Act, based on the premise that insurance holding
companies were not per se inimical to the interests of policy-
holders and shareholders, is heavily oriented to “disclosure im-
posed on domestic insurers, subject to verification by examina-
tion.” ™ It deals with the acquisition of control of insurance
companies, regardless of whether the acquirer is a corporation or
natural person,® provides for registration and regulation of mem-
bers of holding company systems, and deals specially with
subsidiaries of insurance companies.

The acquisition-of-control provisions require that a person
seeking control of an insurer formed under the laws of the state
give prior notice of the proposed acquisition to that state’s
regulatory agency and to the target insurance company.® The
notice consists of a detailed statement of the identity and finan-
cial condition of the acquirer and its intentions with regard to
the insurance company. The content of the required notice is
similar to that required under the Williams Act %% in the case of

73 See generaily Note, The Insurance Holding Company Phenomenon and the
Search for Regulatory Controls, 36 Va. L. Rev. 636 (1970).

74 State of New York Insurance Dep't, Report of the Special Committee on
Insurance Holding Companies (Feb. 13, 1968).

SN.Y. Ins. Law §§ 69-a to -k (McKinney Supp. 1978-1979). See also 11
N.Y. Cope R. REc. §§ 80.2-7 (1969).

78 2 NATIONAL ASSOCIATION OF INSURANCE COMMISSIONERS, OrrFicial N.A.IC.
MopeL INSURANCE Laws, REGULATIONS, AND GUIDELINES 440-1 to -14 (1977)
[hereinafter cited as Model Act].

" For a detailed analysis of the provisions of insurance holding company
statutes, including variations among states, see Schwing, Insurance Holding Com-
pany Regulatory Statutes and Related Legislation: A Comparative Analysis, 27
Fep'~ Ins. Counser Q. 96 (1976).

8 See note 75 supra.

® Demichelis, The Holding Company and the Insurance Regulatory System,
SPECTATOR, Apr. 1970, at 46.

80 Model Act, supra note 76, §§ 1(a), 3(a), (d) (required filing and approval
in connection with acquisition by a “person,” including an individual); ¢f. Bank
Holding Company Act §§ 2(b), 3, 12 US.C. §§ 1841(b), 1842 (1976) (acquisition
provisions applied to any “company,” a term which does not include individuals).

81 Model Act, supra note 76, § 3.

82 Compare id. § 3(b) with Securities Exchange Act of 1934, §§ 13(d), 14(d),
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attempted takeovers of any public corporation governed by that
Act. The state regulatory agency is required to hold a public
hearing on the proposed acquisition. This requirement of a hear-
ing and prior notice is strikingly similar to corresponding rules
of the numerous state antitakeover statutes governing all busi-
ness corporations that were enacted about a decade after ap-
proval of the Model Act.3®* The similarity is not inexplicable,
for the Model Act was quite definitely intended by some of its
supporters to be an antitakeover statute.®

Within thirty days of the conclusion of the hearing, the in-
surance commissioner must approve or disapprove the takeover.
He is required to approve the acquisition unless he finds that:
(1) after the acquisition the insurer would not be able to satisfy
the requirements for the issuance of a license to write the lines
of insurance for which it was previously qualified, (2) the acquisi-
tion would substantially lessen competition or tend to create a
monopoly in insurance in the state, (3) the financial condition
of the acquiring party might jeopardize the financial stability of
the insurer or prejudice the interest of the policyholders or any
security holders remaining unaffiliated with such acquirer after
the acquisition, (4) the terms of the offer are unfair and un-
reasonable to the security holders of the insurer, (5) the acquir-
ing party’s plans for the insurance company are unfair and un-
reasonable to the policyholders and not in the public interest,
or (6) the competence, experience, and integrity of those persons
who would control the operation of the insurer are such that it
would not be in the interest of policyholders or the public to
permit the merger or other acquisition of control.®

One can discern in these substantive tests the same two
major objectives that underlay the tests in section 3(c) of the
Bank Holding Company Act. The second test is clearly a reflec-
tion of antitrust concerns. The first and third tests directly
relate to the soundness objective, while the fifth and sixth are
cast in terms of policyholder protection and thus are indirectly
oriented to that objective. In addition, however, the Model
Act, in the fourth test, reflects an objective that case law has
clearly ruled out of the area of policy concern of the Bank Hold-
ing Company Act, namely, insuring the substantive fairness of

1s U.S.C. §§ 78m(d), 78n(d) (1976), and SEC regulation 14D, schedule 14D, 7
CF.R. §§ 240.14d~1 to —101 (1978).

83 See Wilner & Landy, The Tender Trap: State Takeover Statutes and Their
Constitutionality, 45 ForoHAM L. REV. 1, 8-9 (1976).

84 See Demichelis, supra note 79, at 44; Regulators Eye Insurance Funds, Bus.
WEEK, Jan. 2, 1971, at 36.

83 Model Act, supra note 76, § 3(d) (1)-(2).
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an acquisition to the shareholders of the intermediary.®® This
additional objective is a simple consequence of the Model Act’s
origin in a legal movement that was largely fueled by desires of
insurance company managers to hinder takeovers.

2. Noninsurance Activities of Insurance Companies.— In
addition to imposing very conservative restrictions on the kinds
of securities in which insurance companies may invest,®’ state
law usually limits the business activities of life insurers.®® For
example, life insurance companies doing business in New York
are limited principally to life insurance, annuities, accident and
health insurance, related reinsurance activities, and “such other
business as is necessarily or properly incidental thereto.” 3° They
may also engage in four of the twelve activities permitted to
subsidiaries of domestic life insurers, including rendering invest-
ment advice; rendering services related to the functions involved
in the operation of an insurance business, such as actuarial, loss
prevention, and data processing services; acting as administrative
. agent for a governmental instrumentality performing an insur-
ance function or responsible for a health or welfare program;
and any other business “reasonably ancillary”’ to an insurance
business. The company can only engage in these activities, how-
ever, to the extent necessary or properly incidental to its regular
insurance business, or to the extent approved by the insurance
superintendent, who may impose limitations on the activities in
order to protect policyholders.”® In giving approval and imposing
limitations, the superintendent must take into account the effect
of the proposed activity on the insurer’s existing business and
surplus, proposed cost allocations, the risks inherent in the
activity, and the advantages to the insurer and policyholders of
conducting the activity directly rather than through a subsidiary.

These provisions make it clear that the law’s activity limita-
tions are mainly concerned with keeping the insurer financially
sound. A more subtle separation of activities is that life insurance
companies are not authorized to carry on property and liability
insurance activities. The latter are commonly thought to be
riskier than life insurance and annuities and must be carried on
in separate corporations.

3. Noninsurance Activities of Insurance Holding Company
Systems. — In sharp contrast to bank holding companies, insur-
ance holding companies are not generally restricted in the types

88 See note 16 supra.

87 See Clark, supra note 4, at 44 n.1z5.

88 Wolke, Curing the Cure — Insurance Holding Companies, 6 FORUM 95, 100
(1971).

8 N.Y. Ins. Law § 193(1)~(2) (McKinney Supp. 1978-1979).

%0 Id. § 46-a(g).

§5-9u2 0 - 80 - 1t
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of businesses in which they may engage. Of course, the members
of the holding company system that are insurance companies
must confine themselves mainly to insurance activities and, as
discussed below, there are limits on what subsidiaries of life
insurance companies can do. But, so far as state insurance laws
are concerned, the insurance holding company and its noninsurer
subsidiaries may engage in any kind of business, including non-
financial businesses. One should not conclude, however, that the
law displays .no concern whatever for the placement of an in-
surance company within a holding company system and for the
connections that may exist between the insurer and other com-
panies within the system. The Model Act has a number of special
provisions that reflect a fear of intrasystem self-dealing and are
consequently solicitous of the insurer’s soundness.” These pro-
visions are discussed in the next subsection.

Subsidiaries of insurers make up an important special cate-
gory because many large insurance companies are mutual in
form and therefore cannot be controlled by traditional “up-
stream” holding companies. Mutual insurers wanting to branch
out into other endeavors had to form “downstream” companies.®
This was cause for legislative concern, for the riskiness of a
subsidiary will affect more surely the soundness of an inter-
mediary than will the riskiness of any of its other affiliates.
Subsidiaries of life insurance companies are generally restricted
in ways reminiscent of the activity restrictions on bank holding
companies.”® Under New York law, which is quite similar to
the Model Act, a life insurance company, -subject to various
exceptions, may have only subsidiaries that are organized to
engage exclusively in one or more of several listed activities.®
The most open-ended residual category is “any other business
activity reasonably ancillary to an insurance business” *® —
a provision remarkably similar to the “closely related” test of
the Bank Holding Company Act. Most of the specific businesses
listed in the other clauses of the statutory provision, such as
acting as insurance agent for the parent insurance company or
any of its insurer subsidiaries, are obviously ancillary to insur-
ance, but some concern investment banking and investment man-
agement activities. An insurance subsidiary may engage in

91 Model Act, supra note 76, §§ 4-6.

92 Wolke, Insurance Companies as Parents and Subsidigries, 1970 ABA INsuxr-
ANCE, NECLIGENCE & COMPENSATION SECTION 166, 168.

°2 Compare Model Act, supra note 76, § 2(a), with rules for bank holding
companies discussed pp. 796-98 supra.

94N.Y. Ivs. Law § 46-a(1) (McKinney Supp. 1978-1979).

9% 1d. § 46-a(1)(k). The phrase also appears in Model Act, supre note 76,
§ 2(a) (11).
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securities trading and act as a securities broker or dealer for
its own account or that of its affiliates. A subsidiary of a life
insurer may also provide management, sales, or related services,
as well as investment advice, to an investment company. Unlike
bank holding company systems, therefore, insurance holding
company systems can get into the business of sponsoring and
marketing mutual funds, not just advising them. This important
difference helps explain why bank holding company involvement
in mutual funds has been minimal, whereas by 1974 nearly half
of all mutual funds were managed by insurance companies or
their affiliates.®®

Under the New York scheme, life insurance companies must
give advance notice of proposed acquisitions of subsidiaries to
the superintendent of insurance, who may disapprove the pro-
posed acquisition if he finds it contrary to the best interest of
the parent insurer’s policyholders or the peopie of the state.
The relevant statutory provision lists seven factors that he is to
consider in making this determination.?” All but one relate to
the soundness of the insurer or to possible anticompetitive effects
of the acquisition; the remaining factor is the fairness and ade-
quacy of the financing proposed for the subsidiary.

In summary, insurance holding companies and their non-
insurer subsidiaries are virtually free of activity restrictions.
Subsidiaries of life insurance companies may not engage gen-
erally in nonfinancial activities. By virtue of the Bank Holding
Company Act, they usually may not engage in commercial bank-
ing.®® But they may engage in businesses reasonably ancillary
to insurance, a concept interpreted broadly to include limited
broker-dealer activities (for the subsidiary or its affiliates, though
not for the general public); general investment-advisory serv-
ices; and the sponsoring, managing, and marketing of invest-
ment companies. To make a more complete comparison with
the discussion of bank holding companies, I should also note
that insurance companies can manage pension plans. They have
long competed with bank trust departments and other invest-
ment advisors for this business.”® They can also set up “separate
accounts” within the insurance company for variable annuity

98 pitti, The Competition for Financial Services: A Marketing Revolution,
Best’s Rev,, Dec,, 1973, at 20, 22.

97 N.Y. Ins. Law § g46-a(2)(b) (McKinney Supp. 1978-1979).

98 If an insurance company controlled a bank, it would be a bank holding
company. But a bank holding company (or its nonbanking subsidiaries) generally
cannot underwrite insurance risks, unless they are related to extensions of credit
by the bank of an affiliate. 12 U.S.C. §§ 1841(a), 1843(a)-(c)(8) (x976); regu-
lation Y, 12 C.F.R. § 225.4(a) (10) (1978).

99 See 2 SEC, INSTITUTIONAL INVESTOR STUDY REPORT 545-55 (1971).



208

810 HARVARD LAW REVIEW [Vol. 92:787

and variable life insurance programs'% that are analogous to
the “commingled managing agency account” held in Cemp to
be illegal for a national bank to operate. To simplify, insurance
companies but not banks can operate internal, ‘“disguised” in-
vestment companies.

4. Transactions Among A filiates. — Whereas the federal Bank
Holding Company Act virtually ignores the subject of transac-
tions within the holding company system, leaving such regulation
of interaffiliate dealings as there is to other banking statutes,
the Model Insurance Holding Company System Regulatory Act
has numerous provisions directed at the problems created by
such transactions. Under the Model Act, an insurer which is a
member of a holding company system must file a detailed
registration statement. It must disclose the identity of every
other member of the holding company system, as well as various
agreements, relationships, and transactions between the insurer
and any of its affiliates if they are “material” — that is, if they
involve more than one-half of one percent of the insurer’s ad-
mitted assets as of the end of the preceding year.'®® Transac-
tions with affiliates must be fair and reasonable.’®®> More
important — since a fairness test of this sort presumably governs
dealings among any kinds of affiliated business corporations —
the records of each party must clearly disclose both the nature
and details of the transactions, so that insurance examiners may
have a good documentary basis for judging the fairness of the
transactions, and “the insurer’s surplus as regards [its] policy-
holders . . . [must] be reasonable in relation to [its] outstand-
ing liabilities and adequate to its financial needs.”’% In the case
of extraordinary dividends or distributions made by an insurer,
advance notice must be given to the insurance commissioner,
who may disapprove the transaction.!®® Furthermore, the Model
Act extends the examination powers of state insurance depart-
ments. When necessary to ascertain an insurer’s financial con-
dition or the legality of its conduct, the insurance commissioner
can order the insurer to produce records in the possession of its
affiliates and, if the insurer fails to comply with the order, can
examine the affiliates themselves.!'®® The important New York
provisions on insurance holding companies go even further.!%

100 See pp. 858-60 injra.

10 Model Act, supre note 76, § 4.

193 1d. § s(a)(1).

198 71d. § 5(a)(2)-(3).

104 14, § 5(c).

105 14. § 6.

108 For example, advance approval of the superintendent of insurance is re-
quired for certain material transactions between an insurer and its affiliate, e.g.,
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5. Managerial Overlaps. — The Clayton Act’s general pro-
hibition of interlocks between competing businesses does apply
to insurance companies, though not to banks, which are gov-
erned by the special prohibition.!®” State insurance laws gen-
erally display no more severe restraints. Indeed, some insurance
holding company statutes state explicitly that common manage-
ment of system members is permitted.!®® As with banks, inter-
lock provisions are in fact geared to antitrust concerns rather
than the intermediary’s soundness.

C. Savings and Loan Holding Companies

1. Acquisitions of S & L’s. — Under the Savings and Loan
Holding Company Amendments of 1967,!%° when an acquisition of
a savings and loan association (S & L) insured by the Federal
Savings and Loan Insurance Corporation (FSLIC) is made by
a company that is not already a savings and loan holding com-
pany, the acquirer must have the prior written approval of the
FSLIC. The Corporation must approve the acquisition unless
it finds the financial and managerial resources and future pros-
pects of the institution involved to be such that the acquisition
would be detrimental to the institution or the insurance risk
of the Corporation.!'® When the acquisition is by a company
that is already a savings and loan holding company or is to be
an acquisition of more than one insured institution, the pro-
cedure and substantive standards are quite similar to those
governing bank acquisitions under the Bank Holding Company
Act. The same three-part substantive standard, phrased in al-
most identical wording, is used.'"!

2. Activities of S & L’s. — Statutes general define the per-
mitted activities of savings and loan associations more narrowly
than those of any other kind of financial intermediary. Federally
chartered associations may offer conventional sorts of savings
accounts and related services to their account holders; may
invest their funds in loans secured by mortgages on homes, in

a sale or purchase of securities involving more than five percent of the insurer’s
admitted assets. Advance notice, with a 30-day opportunity for the superintendent
to disapprove, is required of certain less material transactions. See, e.g., N.Y. Ixs.
Law § 6g-e(2) to (3) (McKinney Supp. 1978-1979).

107 15 US.C. § 19 (1976).

108 o NY. Ins. Law § 60-g(2) (McKinney Supp. 1978-1979).

109 pyh. L. No. go—255, 82 Stat. 5 (1968) (current version at 1z US.C. § 17302
(1976)).

110 1, US.C. § 1730a(e) (1) (B) (1976).

11 14§ py30a(e) (2); see H.R. Rer. No. 997, goth Cong., 1st Sess. 21-22,
reprinted in 2 [1968] U.S. Cobe Conc. & Ap. NEWs 16or, 1611-13. See pp. 792~
95 supra.
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certain very conservative securities, and (within precise limita-
tions) in expressly listed types of other loans thought very safe
or deserving of congressional encouragement; and may not do
much else.!*?

3. Activities of Savings and Loan Holding Companies. —
The law concerning savings and loan holding companies is
dichotomized in a way that was characteristic of the Bank Hold-
ing Company Act before the important amendments in 1970.
Under the applicable federal law, one-association savings and
loan holding companies are not governed by activity restrictions,
but multiple savings and loan holding companies are.!*3 As for
the multiple companies, the rules are similar to those governing
nonbank subsidiaries of bank holding companies. A multiple
savings and loan holding company or a subsidiary of it that is
not an insured institution may not engage in any business activity
other than furnishing or performing management services for a
subsidiary insured institution, conducting an insurance agency
or escrow business, managing assets owned by or acquired from
a subsidiary insured institution, holding or managing properties
used by such an institution, acting as a trustee under deed of
trust, or engaging in such other activities as the Federal Savings
and Loan Insurance Corporation may approve or prescribe by
regulation as being a “proper incident” to the operation of
insured institutions and “not detrimental to the interests of
savings account holders therein.” '** The regulations under the
“proper incident” language permit non-S & L affiliates to engage
" in activities such as originating, buying, selling, and servicing
certain kinds of loans; performing accounting services for
affiliates; performing data processing research, advertising, and
other kinds of services for affiliates or for other insured associa-
tions or their affiliates; and underwriting credit insurance in
connection with extensions of credit by affiliates or by other
insured associations and their affiliates.*® Most significantly,
the holding company affiliates may engage in acquiring, develop-
ing, renting, and managing real estate ''® — activities generally
prohibited to bank holding company affiliates.!'” On the other
hand, multiple savings and loan holding companies may not set
up broker-dealer affiliates or otherwise engage in investment
banking, nor may they set up general investment advisory firms
or sponsor and market investment companies.

312 12 US.C. § 1464(c) (1976).

21314, § 1730a(c)(2).

114 Id

115 1, CF.R. §§ 584.2-1(b), .2(c), 545.9-1(a) (4) (1978).
118 1d. § 584.2=1(b) (4) to (8).

117 See regulation Y, 12 C.F.R. § 225.4(a) (1978).
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These differences in the permitted activities of the two major
types of depository institution holding companies reflect dif-
ferences in the services permitted to banks and savings and loan
associations. Although the latter may not themselves develop
real estate, for example, their lending and investment activities
involve them much more frequently and intimately in real estate
transactions than do the lending and investment activities of
most commercial banks. And banks with trust departments,
though they do not advise investment companies themselves,
engage in investment advisory services to a far greater extent
than do savings and loan associations. Thus, the regulatory
interpretations of the ‘“closely related” and “proper incident”
tests have been geared, as they should be, to the particular type
of intermediary activity that gives rise to thé regulatory test.

The Bank Holding Company Act, as mentioned, has both a
“closely related” test and a “public benefits” test. The parallel
in the Savings and Loan Holding Company Amendments of 1967
to the latter test is much simpler — a requirement that holding
company activities not be detrimental to the interest of savings
account holders.'*® The goal is to ensure the soundness of the
association; no mention is made of antitrust objectives.

4. Transactions Among Affiliates. — Unlike the Bank Hold-
ing Company Act, the Savings and Loan Holding Company
Amendments of 1967 contain major provisions restricting trans-
actions among affiliates. They all reflect a concern that the
subsidiary insured associations will be milked for the benefit
of the holding company’s other enterprises. At the same time,
they mesh with the provisions covering the permitted activities
of holding company affiliates. Many of those affiliates will be
organized to provide services for the insured association, and
the self-dealing provisions therefore do not prohibit sales of
assets and services by affiliates to the appropriate associations.

Under the statute, a subsidiary insured association must
give advance notice to the FSLIC of proposed dividends,'® in
order that the Corporation may react to dangerous depletions
of the association’s resources. The statute also attempts to cool
the temptation to expect large dividends from subsidiary asso-
ciations. With an exception for so-called diversified holding
companies (such as Sears, Roebuck and Co.),*® a savings and

118 12 U.S.C. § 1730a(c) (2) (1976).

119 14, § 1730a(f).

120 14 8 1730a(g)(2); see T. Marverr, THE Feperar HoME Loan BaNk
BOARD 211, 215 (1969). Roughly, a “diversified” savings and loan (S & L) holding
company is one whose subsidiary insured S & L association and related activities
(those that are a proper incident to the § & L business) account for less than
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loan holding company may not incur debt in excess of fifteen
percent of its net worth without the approval of the Corporation,
which is to concern itself with possible financial injuries to the
subsidiary insured associations.'** Investments by the associa-
. tion in stock or debt of the affiliates, as well as loans and guaran-
tees of loans to affiliates, are basically forbidden.'*? Sales of
assets, for example, portfolio securities, between the association
and an affiliate, as well as agreements by an affiliate to provide
management, advertising, consulting, and other nonexempt serv-
ices to the association, require the prior written approval of
the Corporation if they involve amounts exceeding the lesser of
$100,000 or one-tenth of one-percent of the association’s assets.'?
The standard of approval is interesting because, rather than
mimicking the all-purpose test of fairness used in most corporate
statutes covering self-dealing, it directly expresses the soundness
objective: the transaction or agreement must not be detrimental
to the interest of the association’s savings account holders or to
the insurance risk of the Corporation.’** Neither majority nor
minority shareholders of the association are the objects of the
statutory protection.

5. Managerial Overlaps. — Although there may be overlaps
within a holding company system, a director, officer, or con-
trolling person of a savings and loan company may not, without
the Corporation’s prior approval, serve as a director, officer, or
employee of an insured association not within the system, or of
another savings and loan holding company.'* Recent legislation
imposes prohibitions on interlocks with bank holding company
systems.'%®

II. PoLicY: ASSESSMENT OF THE ALLEGED CONSEQUENCES
oF Financiar Horpine COMPANIES

A. The Basic Reason for the Separation Theme

The major reason for the enormous amount of special regula-
tion of financial intermediaries, as opposed to nonfinancial busi-
ness corporations, is to insure their soundness, in order that
their public suppliers of capital may be protected against the

30% of its consolidated net worth and less than 30% of its consolidated net
earnings. 12 U.S.C. § 1730a(a) (1) (F) (1976).

121 12 US.C. § 17302(g) (1976).

122 14, § 1y30a(d) (1)-(5).

123 1d. § 1730a(d) (6).

124y,

128 1d. § 1730a(i) (2)-

126 See note 72 supra.
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risk of the intermediaries’ financial failure.!*” In the light of
this dominant policy, one may perceive the most basic reason
for the separation theme: absent countervailing considerations,
intermediary businesses ought to be kept separate from other
lines of business in order to facilitate the regulators’ task of
achieving soundness. Regulators can create cheaper, simpler,
and more uniform reporting and recordkeeping requirements,
accounting rules, examination procedures, and substantive risk-
related rules if they do not have to contend with the possible
impact on the intermediary business of other operations of the
regulated entity.

Depending on the riskiness of the stream of earnings gen-
erated by an associated nonintermediary business and its co-
variance with the earnings stream of the intermediary business,
the nonintermediary business may increase or reduce the risk of
financial failure of the enterprise as a whole., If the combination
of businesses is allowed, the regulators of the intermediary will
have several extremely arduous additional tasks: assessing both
the independent degree of riskiness of the nonintermediary busi-
ness and the way it contributes to overall riskiness, and articulat-
ing and enforcing more complex rules for reducing risk posed to
public creditors of the intermediary or properly compensating
their insurers. Nor would it generally be wise to shorten the
task by simply requiring the nonintermediary business, no matter
what it is, to be run in an extremely safe way, for such a decision
would entail its own monitoring and enforcement costs and might
force the business to be operated inefficiently.

Since the basic objective is simply to lower the costs of
administering soundness regulation by making it less complex,
the decision generally to isolate the specially regulated inter-
mediary businesses does not entail an absolutely pure or ruthless
isolation. Trving to achieve tofal excision of nonintermediary
activities may be administratively costly, because it leads to an
obsession with definitional issues — which functions are and are
not inherent in “banking” and “insurance.” The additional ad-
ministrative cost savings of prohibiting a particular function may
be negligible, while the intermediaries carrying out the function
may yield benefits to themselves or customers. A more important
point, however, is that administrative cost savings and other
plausible goals "** of the isolation are not certain to be served
merely because the intermediary business is kept within a sep-
arate corporate shell. That separation is indeed the obvious
first step. But the corporate veil is not a totally impermeable

127 See Clark, supra note 4.
128 See pp. 829-33 injra.
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membrane. Many of the problems and dangers posed by com-
bining intermediary and nonintermediary businesses within the
same legal entity may be posed by combining them in a system
of legal entities under common control — that is, in a holding
company.

The following examination of possible problems presented
by financial holding companies attempts to grapple with a central
question: are there valid reasons, other than administrative con-
venience in administering soundness regulation, for rules ex-
pressing the separation theme? It also considers whether there
are positive reasons for limiting or reducing separation regula-
tion.

B. Alleged Consequences of Financial Holding Companies

In an attempt to make sense of the regulation of financial
holding companies, I will examine a large number of alleged
consequences of financial holding companies. The first nine
consequences are more likely to be anticipated by intermediary
managers and to motivate them to form holding companies. The
other consequences are less likely to have served as a source of
motivation. In either case my effort will be to assess whether
the alleged consequences actually occur to a significant degree
and, if so, whether they are good or bad. Good consequences
should give a legislature pause when it considers whether to
regulate financial holding companies, or should at least encourage
it to regulate in the least restrictive way needed to achieve its
goals. Knowing the consequences that really pose serious public
policy problems will help it to decide which kinds of regulation
are appropriate.

1. Positive Reasons for Holding Company Formation. —
(@) Overcoming Geographical Constraints on Doing Business. —
Holding companies may enable financial intermediaries to over-
come geographical constraints. If, for example, state law pro-
hibits commercial banks from establishing branches in any county
other than that of the principal office of the bank, a bank’s
management and shareholders may cause it to become a sub-
sidiary of a holding company, which in turn will establish
separate, subsidiary banks in other counties or will acquire a
controlling interest in the stock of existing banks in other
counties. The federal Bank Holding Company Act does not
forbid such arrangements, nor do the holding company.laws of
some states.'”® The bank may therefore accomplish, via the

129 See, e.g., Mass. GEN. Laws Anwn. ch. 167A (West 1971 & Supp. 1979); Ga.
CoDE ANN. § 13~207.1 (Supp. 1978).
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holding company, a kind of ersatz statewide branching.'*® Nor
is this use of the holding company device limited to cases where
the bank wants to extend its banking business. Banks can legally
engage in certain nonbanking lines of business, but management
may feel that good business opportunities are lost by restricting
those activities to places where branches or affiliated banks may
be located. Accordingly, management may form a company to
Lold the stock of both the bank and of nonbanking subsidiaries,
which may be located anywhere in the country. The technique
may also be used by other intermediaries. For example, an in-
surance company wishing to do a limited line of business in
another state, but not wanting to qualify the entire company
to do business there, may find it more convenient to set up an
affiliate company to carry on the limited business.

Whether one considers this ability to overcome legally im-
posed geographical barriers a good thing depends on one’s view
of the merits of such restrictions. The conclusion adopted here
from prior analytic work is that branch banking laws generally
constitute undesirable, anticompetitive restraints, the alleged
public purposes of which are better served by other existing
regulatory devices.”®* “Branching” via the holding company
technique is therefore a welcome phenomenon and should not
corstitute a basis for restrictive regulation. While branching
laws are on the books, of course, so-called affiliates that operate
as branches in all respects should be treated by judges as sub-
terfuges; the de facto branching doctrine '*? already recognizes
this principle. But there is no reason for a legislator to accept
the existence of branching laws as a justification for present
holding company statutes or proposed extensions of them.'*® As
for the geographical selectivity employed by insurance holding

130 Restrictions on branch banking have always been cited as a major cause of
bank holding company growth. Savage, A History of the Bank Holding Company
Movement: 1900-1978, in Staff of the Board of Governors, Federal Reserve Sys-
tem, The Bank Holding Company Movement to 1978: A Compendium § 2, at 6
(Apr. 12, 1978) [hereinafter cited as Federal Reserve Staff Compendium].

131 Clark, supra note 4, at 28-32, 44, IOI.

132 See note 16 supra.

133 Indeed, he should be moved to repeal the branching prohibitions, for some
of the economies of operation or advantages to customers that induce branching
may not be achievable by a holding company system. For example, a bank in 2
holding company system may be afraid to let a customer deposit funds at its offices
to the customer’s account with another bank in the system, or to withdraw funds
from that account. See First Nat'l Bank v. First Bank Stock Corp., 306 F.2d 937
(gth Cir. 1962). On the advantages of branch banking, see P. Horvirz, MONETARY
PoLicY AND THE FINANCIAL SYSTEM 110-15 '(3d ed. 1974).
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companies, it does not seem to constitute a strong case for
additional regulation.'**

(b) Tax Considerations and Investment Opportunities. —
Holding company systems may for the benefit oi shareholders
avoid a significant “tax waste.” Consider an intermediary with
sizable earnings but with investment opportunities in the inter-
mediary business that, because of a combination of business
factors and regulatory constraints, offer an expected risk-return
matrix significantly inferior to those of other business oppor-
tunities known to management. In a tax-free world, the nor-
matively correct thing for the managers to do would be to declare
dividends and inform the shareholders that they might better
invest their money elsewhere. But in the real world large
dividends invoke very large individual income taxes at the
shareholder level. There might also be significant costs involved
in reaggregating stockholder money to take advantage of new
opportunities. Therefore, even a management concerned only
with maximizing shareholder wealth might choose to retain earn-
ings for investment in the intermediary-type opportunities, which
are, from a business standpoint, inferior. The inferiority of the
risk-adjusted earnings from the new investment might be more
than matched by tax savings, if all earnings are retained and
each shareholder ultimately cashes in on the value of his share
of them by selling stock and being taxed at long term capital
gains rates.® A third alternative, however, is for the inter-
mediary’s management to set up a parent holding company, de-
clare the intermediary’s earnings as a nontaxable intercorporate
dividend,'®® and contribute the money as a tax-free contribution
to the capital of a new subsidiary '*" that can engage in the more
profitable, nonintermediary business opportunities. In this way,
the tax advantages of retaining earnings can be combined with

34 After all, the state in which the subsidiary or affiliate does business will
usually apply its safeguards, including capitalization requirements and surplus re-
quirements, in full force to that company; the solidity of related entities is not its
direct concern. Nevertheless, some insurance commissioners appear to have felt a
need to be able to examine related companies. State of New York Insurance Dep't,
supra note 74, at 32.

35 The advantages of the technique are explained in Clark, The Morphogenesis
of Subchapter C: An Essay in Statutory Evolution and Rejorm. 87 YaLE L.J. go,
102 nn.43 & 435, 110 n.81 (1977). Exactly what the tax advantages (if any) will
be depends on characteristics of the shareholders, e.g., whether their situation is
such that a prohibitively high tax rate will be applied to their capital gains. Re-
cent legislative action to reduce the maximum tax on capital gains encourages use
of the retained earnings strategy. See Revenue Act of 1978, P.L. 95-600, § 402,
g2 Stat. 2867 (increased capital gain deduction for individuals).

138 TR.C. § 243.

BTIR.C. § 118.
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more efficient use of investable funds, despite activity restraints
on the intermediary itself.

So long as the tax law tolerates the retained earnings strategy
by not imposing a shareholder-level dividend tax on corporate
earnings until earnings ultimately come out of corporate solutior
(regardless of how many “layers” of corporate solution there
are), then there is nothing objectionable about this reason fo
the formation of holding companies. Indeed, the technique is ¢
good one, for the increased efficiency it permits is a social as
well as a private efficiency. If this reason for holding company
formation is one that actually motivates businessmen,*3® ther
that fact argues against any regulation flatly prohibiting holding
company systems.

(¢) Increasing Efficiency. — A financial holding company
system and, in many respects, any other conglomeration of
businesses under one management, may increase efficiency ir
various ways. First, a conglomerate may be able to reap econo
mies of scale in raising capital.'® Second, a financial holding
company system may allow the financial intermediary to sel
excess services that it would not be allowed to market on it:
own. Doing this may be efficient when the intermediary busines:s
and the other service have different patterns of returns to scale
For example, an efficiently sized data processing unit may have
more capacity than the bank that owns it can use; it would be
desirable to have some way of selling the excess capacity. Third
transactions among divisions or affiliates of a multiunit busines:
may, under special conditions, be less costly than comparable
transactions in the open market, in that they may entail reducec
transaction and information costs and permit superior coordina
tion of activities. Such economies have been adduced, for ex:
ample, to account for some firms’ attempts at vertical integra:
tion.!*® Conceivably, they may justify some transactions betweer

!38 Whether it does is difficult to observe directly. Managers understandably
do not like to compare what they do to the hypothetical alternative of handing
over the company’s resources to the shareholders. On the other hand, the need tc
handle a profitability crisis has been alleged as a major reason for expansion vi:
holding compar{ies into nonintermediary businesses. See, e.g., Note, supra note 73
at 639; Kemper, Insurance Holding Companies: Economic and Management Fac
tors, 196¢ ABA INSURANCE, NEGLIGENCE & COMPENSATION SECTION 323, 326.

3% If a financial holding company raises capital (debt or equity) cheaply, it ca1
pass the benefit on to its subsidiary financial intermediaries (or to other subsid.
iaries) by making contributions to their equity capital. The Federal Reserve Boar¢
has occasionally stated that an acquired firm will become a more effective com
petitor because of better access to capital through the acquiring holding company
See, e.g., Union Trust Bancorp, 62 Fed. Res. Bull. 80z, 803 (1976).

140 See A. CHANDLER, THE Visiste Hanp: THE MANAGERIAL REVOLUTION T
AMERICAN BUSINESs 6—7, 363-65 (1977).
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intermediaries and their affiliates. Since they are relevant mainly
as reasons for permitting conflict-of-interest situations to per-
sist, consideration of them will be postponed to the discussion
of fraud and self-dealing.!*! Fourth, since a conglomerate usually
takes what Oliver Williamson calls a multidivisional form (M-
form) as opposed to a unitary form (U-form),*** it may be a
superior way of controlling underperformance and self-dealing
by personnel at levels other than the very top.

Because Williamson’s argument about the M-form method
of doing business yields an important reason for allowing forma-
tion of financial holding companies with nonintermediary sub-
sidiaries, even if interaffiliate transactions were to be outlawed,
it should be explored at some length.'** The multidivisional form
of business organization is like a small capital market that has
certain desirable properties. If one division or subsidiary is not
- performing as well as others, top management can easily decrease

the budget of that “firm” within the firm and reward the other
“firms”’; it can readily dismiss underperformers and promote
achievers. The principal mechanism by which the open market
effectively disciplines managements of separate corporate firms is
the takeover.!** Yet takeovers have serious drawbacks. They
are not suitable for fine tuning of rewards and punishments to
incumbent executives, whereas the top management of a con-
glomerate firm can set the budget available to the manager of a
particular division or subsidiary at any one of many values.
Furthermore, they are not infrequently unsuccessful —a prob-
lem rarely faced by the top managers of a conglomerate when
they want to shift around the lower level executives or change
budgets. They are also very expensive."*® This expense results

141 See pp. 828-33 infra.

1420, WLamsoN, CORPORATE CONTROL AND BuUsivess BEHAVIOR 116, 118
(1970). Williamson’s analytical works depend heavily upon the historical research
and interpretations put forth in A. CHANDLER, STRATEGY AND STRUCTURE (1962).

143 Williamson summarizes the advantages of the M-form organization in O.
WoLiaMsoN, MARKETS AND HIERARCHIES: ANALYSIS AND ANTITRUST IMPLICATIONS
137-48 (1973).

144 See Hindley, Separation of Ownership and Control in the Modern Corpora-
tion, 13 J.L. & EcoN. 185, 186-87 (1970) (“market for corporate control” is most
plausible constraint on managers). The statement in text may seem inconsist-
ent with reports that many target firms have been profitable and are heavy with
liquid assets. But a firm “well managed” in the sense that it has these character-
istics may be suboptimally conservotive from an economic point of view; it may
not be taking “enough” risk if a different use of its hquld assets would produce a
greater return per unit of risk.

14318 one study, per-share transaction costs were found to be about 14% of
the market value of the share after a successful offer. R. Smiley, The Economics
of Tender Offers 124-125 (1973) (unpublished Ph.D. dissertation, Stanford Uni-
versity), cited in O. WILLIAMSON, supra note 143, at 143 n.6.
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from the cost of searching for underperforming firms, from the
more business-oriented tasks of acquisition such as those carried
on by underwriters and accountants, and from the need to com-
ply with complex regulations and to fight extended legal battles
based on a wide array of laws and regulations, ranging from
antitrust objections to state antitakeover statutes. By contrast,
the top managers of a conglomerate already have sunk funds
into obtaining good information about how their divisions are
really performing, they need less outside help in rearranging
matters, and when they fire executive personnel or curtail di-
visional budgets they are relatively immune from ‘“due pro-
cess” —that is, from the expensive fights before courts and
regulators that afflict the firm attempting a hostile takeover.
The actual value of the efficiencies theoretically ascribable
to the M-form method of doing business is at present unclear.!*®
In particular, performance and cost-efficiency studies of financial
holding company systems are inconclusive in important re-
spects.™*” Efficiencies in raising capital and the merits of dis-

148 Much work that might appear at first glance to be relevant really focuses
on other issues. For example, Mason & Goudzwaard, Performance of Conglomerate
Firms: A Portfolio Approach, 3r J. FINANCE 39 (1976), offers some extremely
negative evidence on the performance of conglomerate firms, while Scott, On the
Theory of Conglomerate Mergers, 32 J. FINANCE 1235 (1977), deftly theorizes
about factors which influence whether conglomerates will produce benefits. But
two points should be noted. First, many nonconglomerate firms are organized in
the M-form way. Williamson’s theory should be confirmed or rejected by proper
comparisons between M-form firms and U-form firms, and not necessarily between
conglomerate organizations and nonconglomerate firms. Second, the studies re-
ferred to define conglomerates in terms of growth by acquisition, as opposed to
internal growth; given this meaning, some companies with diverse, unrelated lines
of business would not be considered conglomerates. But the method of growth
does not seem relevant to whether the supposed benefits of M-form organization
will obtain.

147 Unfortunately for my purposes, most studies of bank holding company
(BHC) performance bear on multi-BHC’s. Some results: (1) Multi-BHC's affect
the asset structure of acquired banks; BHC banks hold less cash and United States
government securities, more state and municipal bonds, and more loans per dollar
of assets than independent banks. That is, their assets are riskier but they pro-
vide more service to their communities. (2) Multi-BHC banks are more leveraged
than comparable independent banks. It is not known whether diversification
gains offset the greater risk of failure which is presumed (not known) to accom-
pany this extra leverage. (3) BHC banks have higher earnings and expenses aiter
affiliation; their profitability remains relatively unchanged. (4) BHC banks do
not grow faster than other banks. In contrast to these clear findings, there are
only three studies on the impact of BHC's on performance of nonbank affiliates,
and for various methodological reasons they must be regarded as inconclusive.
See Curry, The Performance of Bank Holding Companies: A Review of the Lit-
erature, in Federal Reserve Staff Compendium, supra note 130, § 4. For 2 more
recent study, finding that both multi-BHC banks and one-BHC banks are more
profitable than their non-BHC counterparts, see Mullineaux, Economies of Scale
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posing of excess capacity appear to have been taken for granted
rather than rigorously studied.’*® But the theoretical arguments
for believing such efficiencies exist in significant amounts seem
fairly persuasive, and this should make one chary of prohibiting
or severely restricting financial holding company systems.'*?

2. Ambiguous Reasons for Holding Company Formation. —
(@) Overcoming Restrictions on Lines of Business.— Manage-
ment may form a holding company in order to overcome limita-
tions on the activities in which the financial intermediary can
engage. This motivation is strongest in the case of insurance
companies, which may become part of holding company systems
that have affiliates engaged in virtually any line of business.!®
The incentive is less for bank managements, since affiliates of
banks generally must be engaged in businesses ‘“‘so closely re-
lated to banking or managing or controlling banks as to be a
proper incident thereto,” *! and many in fact carry on businesses
in which banks themselves could engage. Nevertheless, the in-
centive exists. It also motivates managers of some savings and
loan associations, the non-S & L subsidiaries of which may en-
gage in related activities (in the case of multiple-association
holding companies) or in virtually any activities (in the case of
single-association holding companies).

That managements seek by the holding company device to
avoid activity limitations on financial intermediaries is not, by

and Organizational Efficiencies in Banking: A Profit-Function Approach, 33 J. F1-
NANCE 250, 278 (1978),

Again, there is only fragmentary evidence on efficiency and the existence of
scale economies in nonbanking activities of BHC’s. The more sophisticated em-
pirical work on cost efficiency in banking is rather favorable to multi-BHC’s, how-
ever. Burke, Bank Holding Company Afiliation and Cost Efficiency, in Federal
Reserve Staff Compendium, supre note 130, § 5.

1 know of no good evidence on insurance holding companies. But there are
some sad tales than can be told. See Diversification Haunts the Insurance Industry,
Bus. WEEK, Aug. 24, 1974, at 352; But the Other Side Wasn't Greener, FORBES,
Sept. 1, 1975, at 78.

148 Once an intermediary or an affiliate is performing a service for the inter-
mediary business, it may make very good sense indeed to sell excess capacity. But
the key question is whether, even assuming such sales, it would have been better
for the intermediary to have purchased the service from an independent provider.

149 This discussion assumes that a significant number of financial holding com-
panies can and do operate as M-form organizations. Rose, Bank Holding Com-
panies as Operational Single Entities: A Review, in Federal Reserve Staff Com-
pendium, supra note 130, § 3, finds that BHC’s probably tend to operate their
systems as integrated entities rather than separate operations, but a close reading
of his account of the types of control usually exerted by the top management re-
veals that most are consistent with the controls imposed by Williamson’s M-form
managers.

130 See pp. 807-10 supra.

151 12 U.S.C. § 1843(c) (8) (1976). See also p. 820 supra.
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itself, cause for alarm or regulation. After all, the intermediary
business may still be kept separate and sound. The mere presence
of separately incorporated, nonintermediary affiliates need not
frustrate even the goal of administrative efficiency in regulation
to promote the intermediary’s soundness. If the intermediary
and its affiliate have nothing to do with one another, such regula-
tion need not be especially complex. Of course, once a holding
company system has been formed to overcome restraints on
lines of business, management may take further actions — such as
‘depletion of the intermediary’s assets in order to support the
affiliates, or unfair transactions between the intermediary and
its affiliates — that endanger the intermediary or the goals behind
regulating it. But the possibility of these further actions is a
separate issue and is therefore examined separately.!™ On the
other hand, while the desire to overcome legal restraints on lines
of business may often occur in a context where management
believes that there are superior, nonintermediary business op-
portunities that for tax reasons cannot feasibly be pursued by
shareholders using dividend income received from the inter-
mediary, this need not be the reason for such a desire. There-
fore, the mere fact that a holding company was formed in order
to avoid restraints on lines of business cannot be taken, by
itself, as evidence that the formation was socially desirable.
(6) Diversification. — Management may form a holding com-
pany system in order to diversify risks.!®® Because diversifica-
tion of risk is a social good, this reason for forming holding
companies seems to argue against strict regulation — assuming
that such diversification does occur. There are a few studies
providing limited evidence that bank holding company expansion
into new activities may reduce the overall risk exposure of the
holding company organization and yield diversification bene-
fits.’®* And one may argue that there are diversification benefits

152 See pp. 829-34 infra (self-dcaling and confusion of identities).

133 Risk is “diversified” when the investor’s resources are put into capital assets
or businesses whose earning streams covary negatively, or not too positively, so
that a smoothing, or reduction in volatility, of overall earnings results. This specific
usage must be distinguished from the use of “diversification” to describe the
process of branching out into new lines of business, which may or may not resuit
in a diversification of risk.

134 Eisemann, Diversification and the Congeneric Bank Holding Company, 17
J. BANK REsEARCH 68 (1976); Heggestad, Riskiness of Investments in Nonbank
Activities by Bank Holding Companies, 27 J. Econ. & Bus. 219 (1975); M. JESSEE
& S. SeeLic, Baxx Horpmng CoMPANIES aND THE PusLIc INTEREsT: AN Economic
ANALYSIS 77-132 (1977); Johnson & Meinster, Bank Holding Companies: Diver-
sification Opportunities in Nonbank Activities, 1 E. Econ. J. 318 (1974). These
studies, and others relating to bank or bank holding company soundness, are dis-
cussed in Rose, The Effect of the Bank Holding Company Movement on Bank
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resulting from the amalgamation of banking subsidiaries in
diverse localities,'” as well as diversification benefits in the in-
surance holding company systems.'*® Moreover, if the ‘“closely
related” and ‘“‘reasonably ancillary’ tests were abolished, one
would expect diversification benefits to be greater than they now
are, since businesses with earnings that are more likely to covary
negatively could be combined.

. But the deeper problem is that conglomeration is a rough and
inefficient way of achieving diversification benefits., Financial
analysts have argued that the investor can obtain fairly complete
diversification at low cost by investing varying amounts of money
in stocks and bonds of different companies: though a traditional
investment company or index fund may help smaller investors
to diversify, no special diversification benefits can be gained by
a holding company management’s putting together a small part
of the investor’s potential portfolio in fixed proportions.’® Thus
the possibility that holding companies generate diversification
benefits does not argue very strongly against regulation.

(¢) Enhancing Management’s Status. — Holding company
systems may also enhance the power, status, and personal income
of an intermediary’s management, at least to the extent that these
are a function of the size and diversity of the corporate operations
that it controls.'™ Thus, a power-motivated management may
wish to retain corporate earnings; if the intermediary has few

Sajety and Soundness: A Literature Review, in Federal Reserve Staff Compendium,
supra note 130, § 6, at 14-17. )

155 There seem to be no empirical studies on the geographical diversification
aspects of multibank holding company expansion. Rose, supra note 134, at 31.

138 Wolke, supra note 88, at 98; Kemper, supra note 138, at 326.

157 See, e.g., Levy & Sarnat, Diversification, Portfolio Analysis and the Uneasy
Case jor Conglomerate Mergers, 25 J. FINANCE 795 (1970); Mason & Goudzwaard,
supra note 146; Smith & Schreiner, A Portfolio Analysis of Conglomerate Diver-
sification, 24 J. FINANCE 416 (1969). The argument that conglomerate acquisitions
do not produce special diversification benefits does not, however, exhaust the ques-
tion whether there might be a “pure financial” rationale for conglomerate mergers.

138 There is evidence of correlations among some of these variables. For ex-
ample, a study by Towers, Perrin, Forster & Crosby, executive compensation spe-
cialists, showed that in 1976 differences in sales volume accounted for about 40%
of the differences in executive pay. For the chief executive officer (CEQ), the
other factors found to be important in determining why one CEO was paid more
than another were the total number of employees in the company, the return on
equity, whether the CEQ was eligible to receive a bonus, and the length of time
he held his position. Crystal, The Battle for Executive Pay, N.Y. Times, June 19,
1977, § 6 (Financial), at 11, col. 1. But see W. McEACHERN, MANAGERIAL CoON-
TROL AND PERFORMANCE 25-30 (1975) (review of empirical work on relationship
between executive compensation and firm performance; results inconsistent, with
later work indicating that firms do not pay executives primarily for sales maxi-
mization).
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good investment opportunities, however, retention of earnings
might appear to be a breach of management’s fiduciary duty to
maximize shareholder wealth. Retention of earnings in a more
freewheeling holding company system, rather than in the inter-
mediary, preserves management’s power while allowing it to
maintain that such activities make good business sense for the
holding company’s shareholders.

The danger in this process is that management may retain
earnings for expansion when that is not in the shareholders’ best
interest.™ This danger, however, is always present in manage-
ment-controlled companies, most of which are free to engage
directly in almost any line of business. There is no good reason
to think either that the problem is more severe in financial hold-
ing companies or that it calls for special regulation of such holding
companies.

(d) Multiplying the Benefits of Limited Liability. — Manage-
ment may form a holding company system simply to multiply the
benefits of the limited liability attaching to the corporate form.
Since the creditors of each separate corporation generally have no
access to the assets of other companies in the system, management
may wish to place different assets in related but distinct corporate
entities, thereby limiting creditors’ remedies while conducting
essentially the same business operations. Whether this process is
socially desirable is not really known, but there are good reasons
to assume that in most cases there are no deleterious economic
consequences.’®® Furthermore, if taking advantage of limited lia-
bility is thought to be unfair to some types of creditors, such as
trade creditors and tort victims, the problem is a quite general
one. For example, nonintermediary holding companies, and com-
panies that are not part of holding company systems but are
thinly capitalized, are prey to the same objection. Thus, in the
absence of specific reasons to think otherwise, this problem, if it
exists, calls for a general remedy — several are available '** —
not for special regulation of financial holding companies.

132 For evidence that the danger is real, see 0. Wiriamson, TEHE EcoNomics
oF DISCRETIONARY BEHAVIOR: MANAGERIAL OBJECTIVES IN A THEORY OF THE Firm
134-39 (1967).

160 Sep generally Posner, The Rights of Creditors of Afilisted Corporations, 43
U. Cur L. Rev. 499 (1976). Basically, the most important creditors simply set
the terms of their loans in light of the fact of limited liability. If they take more
risk because of the legal rule, they demand more compensation. The main eco-
nomic effect of limited liability is a good one: it lowers transaction costs by pre-
venting corporate creditors from bringing a series of individual collection suits
against the numerous, scattered shareholders of- publicly held corporations that
have defauited on their loans.

161 A legislature might require that corporations maintain their net worth at a
specified, substantial level, or that they obtain a certain amount of liability insur-
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3. Negative Reasons for Holding Company Formation. — (a)
Antitrust Considerations. — Financial holding company systems,
as well as other conglomerates, may be formed to accomplish or
facilitate anticompetitive practices, such as tie-ins, reciprocal deal-
ing, predatory pricing, and the elimination of potential competi-
tion. These practices have been extensively analyzed in the anti-
trust literature. Many expert commentators think that the dangers
posed by these practices are often overstated or that for other
reasons harsh legal rules about them are not in order.!** For
example, even the moderate commentators believe that only under
rather special conditions will a tie-in enable a monopolist to in-
crease his profits beyond what they would be if he exercised his
monopoly power in a straightforward way.'*® Nevertheless, be-
cause there is nothing positively good about tie-ins, and because
they may lead a buyer to choose a seller on a basis other than
competitive considerations, they are, at least nominally, per se
illegal.*** But under current doctrine a plaintiff still has to prove
that the defendant had some monopoly power in the tying prod-
uct, and that the tying arrangements foreclosed a substantial
volume of sales or leases in the tied product market; these condi-
tions are simply not satisfied in the case of many alleged or ap-
parent tying arrangements.’® Rational predatory pricing also has
fairly severe prerequisites.'®® Similarly, the conditions under
which a conglomerate acquisition will actually cause a meaningful

ance; sophisticated contract creditors could be automatically subordinated in bank-
ruptcy; or mandatory first-party compensation schemes, such as no-fault insur-
ance, could be enacted. Clark, The Duties of the Corporate Debtor to Its Cred-
itors, go Harv. L. REv. 505, 551—52 n.123 (1977).

182 The following references gloss over some sharp disagreements among these
commentators, but they do support my general observation in the text:

On tying arrangements, see 3 P. AREEDA & D. TURNER, supra note 22, [ 733;
R. POSNER, ANTITRUST Law 182 (1976); R. Bork, THE ANTITRUST PARADOX
380~81 (1978). .

On reciprocal buying, see F. SCHERER, INDUSTRIAL MARKET STRUCTURE AND
EcoNoMic PErRFORMANCE 280-82 (1970); R. BORk, supra, at 257-59, 380-81.

On predatory pricing, see F. SCHERER, supra, at 484; R. POSNER, suprg, at 183-
89; Areeda & Turner, Predatory Pricing and Related Practices Under Section 2 of
the Sherman Act, 88 Harv. L. REv. 697 (1975); 3 P. Areepa & D. TURNER, supra
note 22, [ 711(a) ; R. BORK, supra, at 144—45, 250-55.

On potential competition, see P. AREEDA & D. TURNER, supra note 22, { 701(c);
R. BORR, supra, at 259-60; R. POSNER, supra, at 122-24.

163 Seg 3 P. AREEDA & D. TURNER, supra note 22, f 733.

184 Standard Oil v. United States, 337 U.S. 293, 305-06 (1949); International
Salt Co. v. United States, 332 U.S. 392, 396 (1947).

185 Admittedly, these requirements have been attenuated in actual cases. See,
e.g., Northern Pac. Ry. v. United States, 356 U.S. 1 (1958); International Salt Co.
v. United States, 332 U.S. 392 (1947). But this tendency has little to recommend it.

166 See P. AREEDA & D. TURNER, supra note 22, § 711(b).
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elimination of potential competition are rather stringent, and the
idea of potential competition therefore seems to have been over-
worked by antitrust plaintiffs — a possibility that appears to
have been well appreciated by the Supreme Court in its more
recent opinions on the subject.’® The law against these practices
does exist, of course, and they may indeed cause harm to com-
petition. The point of putting them into perspective is to support
the proposition that effective safeguards against such dangers can
be established without flatly prohibiting conglomerates or con-
glomerate acquisitions. Case-by-case policing under developed —
or reformed -— antitrust doctrines seems quite adequate.

The chief additional question in the present context is whether
there is substantial reason for believing that ordinary antitrust
law and policies will be significantly less adequate for financial
holding company systems than they are for other conglomerate
systems. One abstract argument, which does not withstand scru-
tiny, is that so many different types of persons and businesses
want one major financial-intermediary service — loans of money
— that opportunities for tie-ins and reciprocal dealings will be
more pervasive in financial holding company systems than in
ordinary conglomerates. Ties between credit and related services,
such as credit life insurance, were indeed a major fear expressed
in hearings leading to passage of the Bank Holding Company
Amendments of 1970,'°® and the law expressly forbids such tie-
ins.’®® But experience under the law suggests that the issue was
not a problem.!™ In retrospect, this is not surprising; the capital

187 £ g., United States v. Marine Bancorporation, Inc., 418 U.S. 602 (1974).

168 pyh. L. No. gi~607, 84 Stat. 1760 (codified at 12 US.C. §§ 1841-1843,
1849~1840 (1976)). Throughout the hearings, almost every witness who sup-
ported the bill noted the significance of the tie-in problem, and almost every oppo-
nent was questioned as to his knowledge of that significance. See Bank Holding
Company Act Amendments: Hearings on H.R. 6778 Bejore the House Comm. on
Banking and Currency, pts. 1-2, g1st Cong., 1st Sess. (1969) [hereinafter cited as
1969 House Hearings). The exaggerated nature of the fear is shown by the ex-
pressed belief that the most threatening aspect of the tie-in problem was that its
effect could occur without any affirmative action on the part of the credit-extending
bank: borrowers might buy from the banks’ affiliates simply to ensure a friendly
banking relationship. See id. at 91, 93 (remarks of Asst. Atty. Gen. McLaren).

Before passage of the 1956 Act, ch. 240, 70 Stat. 133 (current version at 12
US.C. §§ 1841~-1850 (1976)), similar fears were voiced. See, e.g., Control of Bank
Holding Companies: Hearings on S. 830, S. 2350, and H.R. 6227 Before the Sub-
comm. on Banking of the Senate Comm. on Banking and Currency, 84th Cong.,
1st Sess. 64-66 (1953).

189 15 US.C. § 1972 (1976).

170 The annotations under 1z U.S.C.A. § 1972 (West Supp. 1978) (prohibitions
against tying arrangements) list only two cases, Clark v. United Bank, 480 F.2d
235 (1oth Cir.), cert. demied, 414 US. 1004 (1973); Swerdloff v. Miami Nat'l
Bank, 408 F. Supp. g40 (S.D. Fla. 1976), both of which were unsuccessful and
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markets of this country are among its most efficient and com-
petitive, and the idea that significant monopoly power in the pro-
vision of credit is more than a spotty phenomenon limited to cer-
tain submarkets is not very plausible.!* There is no good evi-
dence known to this author to suggest that harmful reciprocal-
dealing problems have been substantial, much less exceptionally
severe, in financial conglomerates.

As for predatory pricing, cries have been raised by some inde-
pendent suppliers of data-processing services that bank holding
companies which supply such services to themselves sell their ex-
cess capacity below cost, meaning below the independents’ and
perhaps the holding companies’ average cost. One would expect
the holdirig companies to be willing to sell excess capacity at
marginal cost if necessary. But there seems to be little serious
documentation concerning bank holding company sales below
marginal cost (shortrun or longrun), and something like this is
what ought to be shown to prove objectionable predatory pricing.
Finally, the Supreme Court has persuasively rebuffed government
efforts to apply the potential competition doctrine to bank hold-
ing company acquisitions.'™

In short, the case for going beyond regular antitrust law in
dealing with possible anticompetitive practices of financial hold-
ing companies has not been proven, i

(b) Facilitating Fraud, Unfair Self-Dealing, and Excessive

actually involved a bank’s request for collateral security (a compensating balance
in one case, a transfer of stock in the other) for a loan. Federal Reserve Staff
Compendium, supra note 130, which constitutes a nearly encyclopedic survey of
literature on the observed merits and demerits of bank holding companies, virtually
ignores tie-ins. See also Edwards, Tie-In Sales in Banking and One Bank Holding
Companies, 14 ANTITRUST BULL. 587 (1969).

On the other hand, there is strong evidence that credit extensions by banks and
products or services of bank affiliates are in fact sold together on a widespread
basis. Competition in Banking Act of 1976: Hearings on S. 2721 Before the Senate
Comm. on Banking, Housing and Urban Afairs, g4th Cong., 2d Sess. 9g-104 (1976)
(references to investigations by Sutherland, Asbill, and Brennan); id. at 61-68
(app. 7 to statement of Edward J. Kremer; reference to FTC study). This evi-
dence suggests tie-ins but does not show that they have serious anticompetitive
effects or, indeed, that many of the linked sales are illegal under current law.

71 One also doubts whether many would-be exploiters of their market power
in credit extensions could foreclose a substantial part of the business in the tied-
product market, e.g., credit life insurance. Such foreclosure ought to be a pre-
requisite for illegality.

172 See note 167 supra. Since the text focuses on bank holding companies, it
may be useful to note the existence of literature on the allegedly special antitrust
problems caused by insurance holding companies. See, e.g., Kammerschen, Are
Conglomerate Insurance Mergers Sui Generis?, 41 J. Risk & INs. 463 (1974);
Zimmerman, Antitrust and the Insurance Holding Company, in 196¢ ABA INSUR-
ANCE, NEGLIGENCE & COMPENSATION SECTION 329.
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Dividends. — A financial holding company may facilitate fraud
and self-dealing. The managers, or whoever else simultaneously
controls the “decisions” of both entities in a self-dealing situation,
will bias transactions toward the subsidiary in which they have
the greatest direct or indirect interest. In financial holding com-
pany systems, situations can readily arise in which the bias is
against the subsidiaries that are financial intermediaries. Since
they tend to be much larger than other subsidiaries, it is more
costly to acquire complete ownership of their voting stock, and
less important to do so in order to gain working control. The
promoters of an acquisition-oriented holding company may there-
fore find it more convenient to obtain a smaller interest in inter-
mediaries than in other subsidiaries.’™

Fear of bias in intercompany transactions has in fact evoked
special concern for the soundness of financial intermediaries in
holding company systems. Thus, in hearings connected with the
federal Bank Holding Company Act there were references to the
danger that holding company banks would make unsound loans
to their affiliates.™ Subsidiary banks could also be milked by
purchasing services or property at inflated prices from other
affiliates. This type of abuse received less attention and less reg-
ulation, possibly because it is much easier to bankrupt a bank by
subverting its principal activity — making loans — than by forc-
ing unfair purchases of services and incidental property items.
This situation is regrettable, in a way, because unfairness in trans-
actions involving property and services is probably harder to
monitor and prove than unfairness in loans.

Another danger is that management will cause the inter-

173 Even equal ownership of intermediaries and other subsidiaries does not
preclude self-dealing. A holding company might want its intermediary subsidiary
to be overcharged in its dealings with an equally owned aifiliate because manage-
ment believes that overstating sales and profits of the affiliate might attract new
business to the affiliate and thus benefit the holding company. Or an intermediary
could be defrauded to the benefit of an affiliate, even though identical percentages
of the stock of both entities were held by the holding company, because the rele-
vant managers’ compensation was tied more closely to reported performance of
the affiliate. This could happen, for example, if a subgroup of the system’s man-
agement had stock appreciation rights geared to the affiliate and were in a position
to control the terms of the transaction between the intermediary and the affiliate
(as by supplying false information to other, disinterested managers in the
system).

174 See e.g., 1069 House Hearings, supra note 168, at 2 (statement of Chair-
man Patman); Control and Regulation of Bank Holding Companies: Hearings on
H.R. 2674 Bejore the House Comm. on Banking and Currency, 84th Cong., st
Sess. 212 (1955) (statement of D. Emmert Brumbaugh). See also STAFF OF THE
House CoMM. on BANKING AND CURRENCY, 91sT ConG., 15T Sess., REPorT: THE
GrowTH oF UNREGISTERED BANK HoLdmNG COMPANIES — PROBLEMS AND PROSPECTS
2 (Comm. Print 1969).
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mediary to pay excessive dividends in order to finance the holding
company’s other ventures. Whether it acts with intent to strip
the intermediary or merely out of zeal for promoting the other
ventures, the result is the same: dividends, although more in the
open than is unfairness in self-dealing transactions, always in-
volve a lack of current consideration flowing from the recipient
to the company paying the dividend. From the point of view of
the company’s creditors, such as depositors or policyholders, all
dividends are paid without fair consideration (since the company
receives no leviable assets), and, if they leave the company in-
solvent or possessed of unreasonably small capital, they may be
attacked as fraudulent conveyances or as illegal dividends under
a corporate or regulatory statute. Short of this extreme, large
dividends may leave the intermediary more highly leveraged and
thus more risky and less able to support new business. Unless
regulated by strict and administrable standards, therefore, divi-
dends can be most dangerous to a financial intermediary. Recent
empirical work showing that holding company banks have lower
capital ratios '"® than independent banks arguably gives reason
to be concerned. There is also evidence that some insurance hold-
ing companies have extracted excessive dividends from their in-
surance subsidiaries.!™

Fears of unsound loans, unfairness in other transactions, and
excessive dividends were also displayed in the principal periods
of uproar involving insurance holding companies '™ and savings

175 See Rose, supra note 1354, at 23-23, and sources cited therein.

176 A primary reason for the formation of insurance holding companies (IHC's)
and the acquisition of insurance companies in the late 1960’s was precisely to
get at and use the apparently excessive funds of insurers in other businesses. In
August 1967, the brokerage firm of Carter, Berlind & Weill, Inc. produced a re-
port entitled The Financial Service Holding Company (the Netter Report). It
disclosed that many fire and casualty companies possessed surplus far in excess of
what state regulation required, explained that a debt-heavy conglomerate could
transfer the redundant liquid assets of an insurance subsidiary to itself, and urged
the making of takeover bids for various insurance companies. Clients responded
to the urging. STAFF OF ANTITRUsT SuscoMM. OF House CoMat. oN THE Jupl-
CIARY, 92D CONG., 1ST SESS., INVESTIGATION OF CONGLOMERATE CORPORATIONS 216-
20, 243-36 (Comm. Print 1971); J. WinsLow, CoNGLOMERATES UNLIMITED: THE
FAILURE OF REGULATION 81 (1973). See also The Billion-Dollar Insurance Caper,
Forses, Oct. 13, 1970, at 66; Regulators Eye Insurance Funds, Bus. WEEK, Jan.
2, 1971, at 36. Many of the upstream payments were substantial. Continental
Corporation extracted $286 million from its insurance subsidiary, while INA Cor-
poration received $270 million in 1969 alone. The Milkers Get Milked, FoRBES,
Feb. 15, 1975, at 35. National General Corporation caused Great American Insur-
ance Corporation to pay a “dividend” of $171 million. Great American Insurance
Votes Special Dividend, Wall St. J., Jan. 29, 1969, at 2, col. 2.

Y77 See, e.g., State of New York Insurance Dep't, supra note 74, at 32-33. Even
before the rise of insurance holding companies became widespread, regulators
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and loan holding companies.!™ In every case, they were major
ostensible reasons for enacting regulation. In addition, the oppo-
site face of unfair treatment of the intermediary, namely, the
favored treatment of the nonintermediary affiliate, provoked a
tremendous amount of concern among the competitors of these
affiliates. A diverse spectrum of groups and trade associations,
ranging from finance companies and insurance salesmen to travel
agents, protested bitterly about the “anticompetitive practices”
that might result from the unregulated growth of financial con-
glomerates.'™ But distinguishing harm to competitors that re-
sults from inequitably favorable treatment of intermediary affili-
ates from harm to them that results from the financial holding
company’s superior efficiency is extremely difficult. In any event
one must substantially discount the protestations voiced by com-
petitors of entities sought to be regulated.’®®

Self-dealing transactions can, of course, afflict any corporation.

noted their involvement in a substantial percentage of insolvencies. See H. Josepn-
soN, LiFe INSURANCE aAND THE PusLic INTEREST 34 (1971).

The study of two specific cases will give the interested reader a sense of the
enormity of the self-dealing and abuse of insurance subsidiaries that have some-
times occurred. The first involved National General Corporation’s control of
Great American Insurance Company. The chilling story is chronicled in a series
of newspaper accounts. Insurance Dividend Spurs State Inquiry, N.Y. Times,
Jan. 31, 1969, at 53, col. 7; Insurance Mergers Questioned: Hart Sees Trouble,
id., Mar. 6, 1969, at 57, col. 2; National General Insurance Firm Slapped With
Record Fine Over Securities Dealings, Wall St. J., Dec. 4, 1969, at 4, col. 2;
National General Sued Along With Officers by Stockholder in Unit, id., Dec. 16,
1970, at 10, col. 2; American Financial Unit Settles Suit Against It, Sets $4
Million Debt Issue, id., Mar. 1, 1974, at 19, col. 1; National General Says IRS
Seeks $22 Million in Added Tax From It, id., Apr. 10, 1973, at 22, col. 3. The
second good example of holding company fraud involved Standard Life and
Accident Company, the largest insurance company in Oklahoma. Again the
documentation is scattered. A Scandal Shakes Standard Life’s Empire, Bus.
WEEK, Feb. 3, 1975, at 48; Standard Life Expects Gulf South Corporation Unit
to Default on Debts, Wall St. J.,, Mar. 25, 1974, at 12, col. 3; Standard Life
Trading Is Suspended by SEC, id., Apr. 29, 1974, at 8, col. 4; Standard Life and
Gulf South Mortgage Are Charged With Fraud in SEC Action, id., Jan. 22,
1975, at 12, col. 1; American National Is Told to Take Over a Standard Life
Unit, id., Feb. 2, 1976, at 1, col. 6.

178 See, ¢.g., T. MARVELL, supra note 120, at 199-216.

179 For evidence in the case reports of competitors’ attacks on attempted ex-
pansions of the powers of banks and bank holding companies, see, g, M & M
Leasing Corp. v. Seattle First Nat'l Bank, 563 F.2d 1377 (9th Cir. 1977), cert.
denied, 98 S. Ct. 3069 (1978); Alabama Ass'n of Independent Ins. Agents v. Board
of Governors of the Fed. Reserve Sys., 533 F.2d 224 (s5th Cir. 1976), on second
petition for rehearing, 358 F.2d 720 (1977), cert. denied, 435 U.S. go4 (1978);
Arnold Tours, Inc. v. Camp, 472 F.2d 427 (1st Cir. 1972).

180 Apparently, some courts do just that. See Case Comment, The Permissi-
bility of Leasing Under the National Bank Act, 9t Harv. L. REv. 1347, 1353 (1978)
(court neglects unfair competition argument),
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But holding company systems magnify the danger: they compli-
cate the situation and make monitoring and detection of miscon-
duct more costly and difficult. For example, autopsies of the
public utility holding company systems of the 1920’s strongly
suggest that the industry’s byzantine holding company structures
served not only to achieve extreme leverage and control by a few
persons who contributed a miniscule amount of the system’s capi-
tal, but also to facilitate and hide the draining of the core busi-
ness’s revenues via charges by affiliated “service” corporations
and in other ways.'®' Thus, the holding company systems were
not only pyramids but also smokescreens. Unraveling the inter-
company dealings proved to be enormously difficult in retrospect;
one infers that the outside investors’ knowledge of these dealings
before the great debacles was far less than that required for
reasonably efficient markets.

A point related to the smokescreen function of holding com-
pany systems is that they can be the setting for the externalization
of functions that were or could be performed directly by the busi-
ness that requires them. Perhaps the best examples are the in-
vestment-type financial intermediaries, such as mutual funds,
many of which belong to groups of related entities. These groups
are not financial holding company systems in a narrow sense,
because those who control the systems do not own much stock
in the intermediaries, but they are similar to such systems because
the controlling persons have practical control over the intermedi-
aries, as well as dominant stock ownership in the affiliates.!®?
Many registered investment companies, for example, are exter-
nally managed and marketed: a separate advisory company gives
the advice and makes the decisions concerning the investment
portfolio, and it or an affiliate does the wholesaling of shares in
the investment company itself. The sponsors and promoters of
the fund generally control these servicing companies, and the ar-
rangement appears to result in higher total compensation to the
promoters than do systems in which the functions are internalized
in the investment company.'s®

Externalization of functions is also rampant in the real estate
investment trust industry, a fact which has created significant
agitation about alleged excessive fees and some regulatory re-

81 See Blair-Smith & Helfenstein, 4 Death Sentence or a New Lease on Life?
A Survey of Corporate Adjustments Under the Public Utility Holding Company
Act, g4 U. Pa. L. REV. 148, 15051 '(1946).

182 On mutual fund structure and the phenomenon of externalization of man-
agement, see SEC, REPORT oN THE PusLiCc PoricY IMPLICATIONS OF INVESTMENT
Comreany GrowTtH, H. REP. No. 2337, 89th Cong., 2d Sess. 45-59 (1966).

183 See id. at 49 (discussion of Massachusetts Investors Trust).
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sponses.!'®* By contrast, most management and marketing of bank
services have been done by banks themselves, and there has been
little or no movement toward regulation of the salaries and com-
pensation of the bank employees performing these functions. The
insurance industry presents another variation, also consistent with
the thesis that externalization facilitates abuse. Management of
the loan and investment decisions is generally internalized, and
few have called for limits to the compensation of insurance com-
pany personnel who perform these functions; but sales are often
the work of independent agents who may receive large sales com-
missions, and the states have thought it necessary to subject
agents and their sales practices to special regulation.!®?®

In summary, an incentive for unfair self-dealing is present
whenever controlling persons have different interests in different
parts of a holding company system. Because holding company
systems can serve as smokescreens or as ways of externalizing
services, the dangers of fraud and unfair self-dealing in such sys-
tems can be great. In addition, there is a danger that holding
companies will extract excessive dividends from some of their
subsidiaries. In financial holding companies, these dangers tend
to fall on the intermediary subsidiary and thus threaten the
dominant goal of insuring the soundness of intermediaries. This
is the major real problem posed by financial holding companies.
It should be the focus of regulation.

4. Generally Unintended Consequences.— (@) Confused
Identities and Veil-Piercing. — The most interesting category of
unintended dangers is increased risks to the intermediary busi-
ness posed by the holding company form. One alleged danger,
heavily emphasized by Schotland in the aftermath of the mid-
1970’s troubles of bank-sponsored real estate investment trusts,!s¢
is that the public may confuse the name and identity of a risky
affiliate with that of the intermediary itself, with the result that
a loss of confidence in the risky business, due perhaps to some
business calamity, will be transferred to the intermediary. In the
case of banks, this may lead to a devastating run on deposits;
with insurance companies, a slowing of new business or even a
widespread failure of policyholders to continue paying premiums.

184 E.g., Statement of Policy Adopted by Midwest Securities Commissioners
Association on July 16, 1970, and by North American Securities Administrators
Association, Inc. on Sept. 24, 1970, 1 BLue Sky L. Rep. (CCH) f 4801 (Mar. 19,
1971) (recommending specific limitations on aggregate annual fees and expenses of
REIT's). See also Greenspun v. Bogan, 492 F.2d 375 (1st Cir. 1974).

185 See generally D. McGmLL, Lire INSURANCE 772-74 (rev. ed. 1967); Free-
man, Marketing Mutual Funds and Individual Life Insurance, 28 S.C.L. REv. 1,
48 (1976).

188 Schotland, supra note 36, at 270-77.
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These chains of events have in fact occurred,'®” though one can
dispute how serious the danger is.

Another source of concern is that creditors of a bankrupt
affiliate may be able to pierce the corporate veil and get at the
assets of the intermediary, with priority over the latter’s public
suppliers of capital or their surrogate, a deposit insurance or
insurance guarantee fund.'®® This is a purely speculative danger.
Not only is there no evidence that this kind of veil-piercing has
ever occurred to a nontrivial degree, but in the normal case,
where abuse is of the intermediary, one would expect veil-piercing
in the opposite direction: by a failed intermediary’s creditors, to
the assets of its parent company and affiliates. Furthermore, both
existing legal doctrine about fraudulent conveyances and veil-
piercing and an appreciation of the weight legal policy gives to
protection of depositors and policyholders indicate that an affili-
ate’s creditors will rarely be given priority over, or even parity
with, the intermediary’s public creditors; it is shareholders or
knowing creditors of the holding company who will be held un-
limitedly liable, subordinated, or the like.'%?

(b) Suboptimal Management. — It is also said that holding
company systems attract “wilder” and risk-loving managers.'”®
Both the proposition and its implications are problematic. If
financial holding companies were forbidden altogether, it seems
unlikely that the starry-eyed expansionists would keep out of the
management of financial intermediaries. In addition, any evidence
that holding company managers are more risk loving and that
this characteristic per se causes increased risks to intermediary
subsidiaries that are financial intermediaries is anecdotal at
best.'®* Absent better evidence, this supposed danger should be
disregarded or assumed to manifest itself in other phenomena,
such as excessive dividends from the intermediary subsidiary, that
can be independently evaluated and controlled.

Similarly unconvincing is the assertion that holding company
systems divert the expertise of the intermediary’s managers into

187 1d. On the insurance side, an example is provided by the Equity Funding
scandal, which led to a widespread slowdown in premiums paid to an affiliate not
directly injured by the wrongdoers.

188 Black, Miller & Posner, 4n Ap;)raach to the Regulatzon of Bank Holding
Companies, 51 J. BUs. 379, 395~98 (1978). The authors conclude, however, that
the practical extent of the danger may not be great.

189 o7 Clark, supra note 161, at 540-53 (discussion of relationship between
veil-piercing and fraudulent conveyances or other objectionable conduct).

190 Gee Schotiand, supra note 36, at 256; ¢f. Kemper, supra note 138, at 327
(young personnel versus traditionally stodgy, old-fashioned insurance industry).

191 A to the sources cited note 1go, for example, it is not clear that the new
young managers were either dangerously risk loving or in a position to influence
major holding company policies.
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other areas. The implication seems to be that the managers
should be forced to stick to the grindstone of straight financial
intermediary activities, which they know. But, even if the danger
of diversion were taken seriously and holding company systems
were totally forbidden, it is hard to believe that diversion, per- .
haps in less socially desirable forms, could be eliminated: one
doubts that stick-to-itness can be legislated.

Another argument is that an intermediary’s managers often
lack expertise in the areas into which their newly formed holding
company systems contemplate going and therefore run a high
risk of failure.’®® This argument is inconsistent with competitors’
cries to limit or forbid financial holding company expansion into
numerous financial activities. It is also counterintuitive with re-
spect to many financial activities, where one presumes that many
skills are indeed transferable. Moreover, there seems to be no
good systematic evidence of the extent to which affiliated busi-
nesses are in fact staffed by the intermediary’s former personnel
or of the correlation between this pattern and failure of the
affiliated nonintermediary business. In any event, these factual
uncertainties are largely irrelevant to policy: if the intermediary
business is kept safe, failure in the affiliated lines of business
should be the worry of shareholders, not legislators. There is no
generally recognized public policy of ensuring that nonintermedi-
ary businesses be kept safe.

(¢) Zaibatsu'®® Risks. — Another category of unintended
dangers posed by financial holding companies has to do with risk,
not to intermediary soundness, but to the economy or polity gen-
erally. One example is the fear that the systems will lead to undue
concentration in some lines of business. As argued in connection
with specific anticompetitive practices,'®* this kind of problem
seems susceptible of treatment by normal antitrust policies and
techniques. Another instance is the fear, occasionally surfacing
with great vigor, that permitting holding company expansion may
lead to financial conglomerates whose great size and power are
by themselves anathema to the American ethos.!®®> Nevertheless,

192 See, e.g., The Billion Dollar Insurance Caper, supra note 176, at 68.

193 The Japanese term zaibatsu is used to describe the large financial and indus-
trial conglomerates which ruled the Japanese economy. The term was used in the
hearings preceding passage of the Bank Holding Company Act Amendments oif
1970 to express fears about the direction in which the United States economy
seemed to some persons to be moving. See Note, Regulating the One-Bank Hold-
ing Companies — Precluding Zaibatsu?, 46 St. Joun's L. Rev. 320 (1971).

194 See pp. 826—28 supra; pp. 83638 infra.

195 Spp e.g., 1969 House Hearings, supra note 168, at g—-t1 (statement of A.A.
Berle) ; 115 ConG. REC. 32, 893~902 (1969) (remarks by Rep. Patman); One Bank
Holding Company Legislation of rg7o: Hearings on S. 1052z, S. 1221, S. 1664, S.
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one can believe, on the basis of history, experience, and political
theory, that great concentration of power is extremely unwise, no
matter what its economic efficiency while unabused, and yet not
be worried — currently — about the expansion of financial hold-
ing companies into unrelated fields. The United States is far from
being a zaibatsu system.'*°

C. Alternative to Outlawing Holding Companies

To summarize the results of the discussion in the preceding
section, financial holding companies pose four principal dangers.
They may facilitate anticompetitive practices. Ot they may pose
three distinct threats to the soundness of intermediaries: holding
companies may lead to confusion of the identities of subsidiaries,
facilitate fraud and harmful self-dealing, and increase the risk
that excessive dividends will be paid by the intermediary. But
financial conglomerates offer positive advantages as well. They
ameliorate the effects of certain unwise regulatory restraints, they
can be used to avoid a choice between excess taxes and suboptimal
investment decisions, and they may produce organizational effi-
ciencies. Thus it would be unwise simply to outlaw financial hold-
ing companies — that is, to express the separation theme in nearly
absolute terms. Rather, one must deal with each danger separate-
ly, while taking care to ensure that the legal responses to each
problem are consistent with one another,

1. Anticompetitive Effects. — The antitrust concerns raised
by financial holding companies are similar to those raised by other
holding companies and conglomerates; they endanger primarily
the customers of the system rather than the intermediary subsidi-
aries. As the previous discussion pointed out, a need for stricter
antitrust standards in this area has not been demonstrated. Nor
has any good justification for looser standards been offered. Weak-

3823, and H.R. 6778 Bejore the Senate Comm. on Banking and Currency, oist
Cong., 2d Sess. at 47-48, 57-60, 167-68 (1970) (statements of Charles E. Walker,
Undersecretary of the Treasury, and Frank Wille, Chairman of FDIC); Zimmer-
man, supra note 17z, at 329, 339—40.

196 The evidence on the impact of bank holding company expansion indicates
that bank holding companies have not significantly increased their control over
aggregate financial resources in the economy as a whole; have not significantly
affected competition in commercial banking at either the national, state, or local
levels; and do not dominate the leasing or finance industries, though they are im-
portant holders of mortgage banking firms. Glassman & Eisenbeis, Bank Holding
Companies and Concentration oj Banking and Financial Resources: A Review, in
Federal Reserve Staff Compendium, supra note 130, § 8, at 25-27; c¢f. Rhoades,
The Effect of Bank Holding Companies on Competition: A Review of the Evi-
dence, in id. § 7, at 18 (research indicates that BHC’s have had little if any effect
on competition in banking and nonbanking markets).
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ening competitive forces is neither a necessary nor a desirable
way of promoting the soundness goal. No one has shown why,
when financial intermediaries are involved, so-called public bene-
fits, such as making new services available in a town, should
weigh either more or less heavily in the balance against possible
anticompetitive effects than they do in ordinary antitrust reason-
ing.

As for antitrust procedures, it would appear that the best way
of ensuring that ordinary antitrust rules and policies are applied
to financial conglomerates is to let antitrust review of their actions
be handled, as it ordinarily would be, by the Antitrust Division
of the Department of Justice. Intermediary regulators, by virtue
of their specialized focus, have a special slant on their regulated
industries. They naturally tend to be solicitous of the general
needs and problems of their industries and therefore incline to-
ward anticompetitive regulation. Because they have made market
intervention a habit, they may lack the ability to refrain from
action, an ability that is often essential to the promotion of com-
petition. And because they place greatest value on soundness, the
spirit of competition may be absent from their hearts, or may
grow there in a distorted shape. Even if this is not so, they may
function better if they specialize in their main job, insuring
soundness. Moreover, there has been a demonstrable, serious lack
of uniformity in the ways that different intermediary regulators
have applied the same antitrust standards.’®” Today, after passage
of the Antitrust Improvements Act of 1976,!°® most large business
combinations are subject to prior review, and the procedures of
that Act should suffice for financial intermediaries. In sum, there
seems to be no defensible reason for not treating financial holding
company acquisitions and practices under regular antitrust stand-
ards and regular antitrust procedures.

This conclusion is essentially negative, but quite important.
Without good reason, current statutory law either dilutes anti-
trust standards for intermediary mergers and financial holding
company acquisitions or at least presents the risk that these
standards will be lost in the shuffling of nebulous other factors.
Moreover, it subjects the antitrust merits of these transactions to
review by the agencies that specialize in regulating intermediaries

197 See, e.g., Kintner & Hansen, 4 Review of the Law of Bank Mergers, 14
B.C. Inp. & Com. L. REV. 213, 249-30 (1972) (Fed and FDIC, but not Comp-
troller, have moved toward same interpretation of antitrust standards as is ap-
plied by courts); Robertson, Federal Regulation of Banking: A Plea for Unifica-
tion, 31 Law & CONTEMP. PROB. 673, 688 (1966).

198 15 U.S.C. § 182 (1976). Of course, under the statute as presently written,
mergers and holding company acquisitions involving banks and S & L’s are exempt.
1d. § 18a(c) (7)~(8).
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primarily for other reasons and that are consequently not ori-
ented toward antitrust review,

2. Confusion of Identities. — The problems of identity confu-
sion could be solved simply by forbidding financial holding com-
panies or their nonintermediary subsidiaries to use names sub-
stantially similar to those of their intermediary affiliates. Using
similar names, of course, can produce some real benefits. Bank X
and its affiliated finance company ¥, for example, might both be
managed by the same group, which has been extremely successful
and has a long tradition of excellence. This connection is of ra-
tional interest to customers and investors, and allowing the system
to advertise it would be likely to improve the decisions of investors
and customers, but using similar names is hardly the only way to
publicize the relationship. Advertising could simply spell out the
facts: ¥ is affiliated with a well-known and respected bank, X,
and both companies are ultimately managed by the same group
of individuals. This may be cumbersome advertising, but it would
be less ambiguous than a name similarity. It would convey the
relevant information, but in a form that would virtually ensure
that the investor or customer will not confuse the intermediary
with its affiliates. This effect could be reinforced by a disclosure
requirement that advertisements of the sort indicated must con-
tain a prominently displayed statement that the intermediary is
not liable for any obligations of the affiliate and that its assets and
resources are not available for use by the affiliate.

3. Self-Dealing. — Given the special concern for the sound-
ness of financial intermediaries, the historical fact that fraud and
self-dealing have been the major threats to their soundness,'®®

199 Clark, supra note 4, at 12 n.46:

According to an FDIC analysis of the 80 insured bank failures between
January 1, 1960 and December 31, 1975, the basic causes of failures were as
follows: in 42 cases (352.35%) improper loans to officers, directors, or owners,
coupled in some cases with loans to out-of-territory borrowers or misuse of
brokered funds; in 24 cases (30%) defalcation, embezzlement, or manipula-
tion; in 14 cases (17.5%) managerial weaknesses in loan portfolio and gen-
eral asset management. Letter to author from C.F. Muckenfuss III, Special
Assistant to the Director, FDIC (Mar. 4, 1976) . . . . Failed banks tend to
be relatively small though recent events certainly show that this is not a
universal rule. Id.

McKinsey & Company, Inc. analyzed the 230 insurance company insolv-
encies ‘(101 life companies and 129 property-liability companies) that oc-
curred between 1963 and 1972. Among life companies, the main cause of
insolvencies was dishonest management (77% of the cases). The primary
cause of property-liability insolvencies was underwriting losses (39% of
cases) —as one might expect, given the risky nature of such insurance. But
dishonest management and dishonest or bankrupt agents or reinsurers were
substantial factors, being the primary causes in 34% and 6% of the cases,
respectively. McKinsey & Company, Inc., Final Report to National Asso-
ciation of Insurance Commissioners, Strengthening the Surveillance System
3-1 to 3=3 (Apr. 1974). Other studies of insurance company insolvencies
are cited in Epton & Bixby, Insurance Guaranty Funds: 4 Reassessment,
25 DEPauL L. Rev. 227, 227 n.z2 (1976).
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and the usefulness of the holding company form to facilitate self-
dealing, the law should impose stricter regulations on intercom-
pany dealing within financial holding company systems than on
transactions between ordinary business corporations and their di-
rectors, officers, and affiliates. At the same time, regulation that
unduly hinders efforts to take advantage of efficiencies related to
conglomerate organization should be avoided.

One approach would be to try to uproot the major incentive
to self-deal by regulating the structure of financial holding com-
pany systems. A statute would prohibit financial holding com-
panies from owning greater percentages of stock in nonintermedi-
ary subsidiaries than in intermediary subsidiaries, and thereby
curb the tendency to favor the former in intercompany trans-
actions.?® But such a rule would be less than ideal. It would im-
pose seemingly needless costs if it forced holding companies to
buy greater interests in intermediary subsidiaries even when no
interaffiliate dealings, much less unfair ones, were contem-
plated.®®® It might multiply occasions in which nonintermediary
subsidiaries are abused. It would leave things open for favoritism
to one intermediary subsidiary at the expense of another —a
problem not solved by percentage-of-ownership regulation unless
one adopts the extreme expedient of mandating exactly equal
ownership of all intermediary subsidiaries. And it would not be
completely effective, since there is a multiplicity of reasons for
favoritism besides stock ownership differences. Even in holding
company systems in which all subsidiaries are wholly owned, con-
flict of interest problems are not absent.**

Another remedial approach, the one urged here, would be
simply to prohibit all transactions among affiliates of a financial
holding company system, with limited exceptions. The major

200 A milder version of this policy was suggested in State of New York In-
surance Dep’t, supra note 74, at 18.

%01 Ongis_reminded of the debate concerning Professor Andrews’ proposed
“equal opportunity” rule concerning the sale of controlling blocks of stock; critics
thought it would have the practical effect of forcing purchasers to buy virtually
all stock of target companies and that this result would be unfair. Compare
Andrews, The Stockhoider’s Right to Equal Opportunity in the Sale of Shares, 78
Harv. L. REv. 505 (1965), with Javaras, Equal Opportunity in the Sale of Con-
trolling Shares: A Reply to Professor Andrews, 32 U. CaI. L. REv. 420 (1965).

202 1t should be remembered that, because public creditors of banks, thrift in-
stitutions, and insurance companies are protected by fixed-premium deposit insur-
ance and insurance guaranty schemes, managers attuned to stockholder welfare
are subject to an important “moral hazard”: they have an incentive to increase
the risk borne by the intermediary’s public creditors, since neither the managers
nor the stockholders have to bear the costs of extra riskiness (via higher deposit
insurance premiums, or by way of higher interest payments to depositors or
“dividends” to policyholders). One way of responding to the incentive is to
shortchange the intermediary in intrasystem dealings. See also note 173 supra.

66-942 0 ~ 80 -~ 186
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exceptions are that dividends from subsidiaries to parents would
be regulated rather than prohibited, and capital contributions by
parents to subsidiaries would be allowed. Obviously, no company
could be expected to run a subsidiary business that yielded it no
returns, or to refrain from financing new opportunities pre-
sented to its subsidiaries. Other exceptions, based on demonstra-
ble efficiencies from intercompany dealing that are not duplicable
in a market, would require administrative approval.2°3

This approach-is rooted in several considerations: abusive
self-dealing in financial holding company systems is a serious
problem, and properly administered prophylactic rules would re-
duce its severity; externalization of service functions, another
significant problem, would also be reduced by such rules; and the
system would promote administrative economy. To the prediction
that prohibitory rules would reduce unfair self-dealing, it might
be objected that some holding company systems would violate the
flat prohibitions against intercompany dealings, and this prospect
would necessitate its own monitoring and enforcement costs. But
these should not be nearly as large as the parallel costs in a sys-
tem that did not prohibit intercompany transactions but simply
required that they be found to be fair, if and when attacked in
the courts. One reason is that flat prohibitions would probably
deter many unfair transactions that would otherwise have been
carried out by managers able to persuade themselves and their
peers, in view of factual complexities and multiple considerations,
that the deals were not clearly unfair. It is harder to rationalize
a violation of a flat prohibition than of a fairness rule. In addi-
tion, detecting and proving a violation of a flat prohibition should
be a much easier, that is, cheaper, task for the regulators. Con-
sequently, the probability that violators would be detected and
made to endure a sanction will increase. Moreover, since deter-
rence is presumably a function of the size of the sanction and
the probability of its being applied, the flat rule should exert
greater deterrent force on managerial behavior than would a fair-
ness rule.

Another advantage of a strict regulatory rule is that it could
easily be administered so as to prevent managers from external-
izing service functions that could just as well be kept within the
intermediary. Limiting affiliate-directed transfers of wealth from
the intermediary subsidiaries primarily to dividends would sim-
plify the task of regulators, since they could focus on establishing
and enforcing good rules concerning dividends. Confining out-

303 A system of administrative approval need not create nightmares. See pp.
842—44 infra.
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flows to one spigot should make it easier to monitor and control
them.

An administrative exemption procedure would be a corollary
to the one-spigot approach, for some self-dealing transactions may
have positive virtues or efficiencies. Self-dealing, here defined
neutrally to mean a transaction in which a person has power to
influence the decisions of both bargaining entities but a greater
interest in how well one of them fares, may produce a net advan-
tage or “surplus” over what could be achieved in any comparable,
feasible transaction between independent parties. Though many
variations of the idea can be formulated, virtually all conceivable
instances of self-dealing surplus fall into one of two categories.
One category is transactional savings: self-dealing may reduce
search, information, and coordination costs. Consider an insur-
ance company X and its data processing affiliate of long standing,
Y. By virtue of the actions necessarily involved in having fi-
nanced and maintained a holding company system, X and ¥ and
their parent company will have consumed valuable resources in
gaining intimate knowledge about the operations, capabilities, and
relative strengths and weaknesses of one another. Much of the
information may be “impacted”’: though present in the under-
standings of the various managers and operating in a more or less
instinctive manner in their factual judgments and decisions, it is
not available in convenient, articulated, verified form to the world
outside, and it would be costly or impossible to put it in such
form. An independent data processing firm Z bidding to get the
insurance company’s business will face greater uncertainty than
the affiliate in preparing a price estimate, since it will feel more
uncertain about the exact demands of the company, the quality
of its personnel, the degree of cooperation and facilitation they
could supply, and so forth. Consequently, it would have to ex-
pend a certain amount of wealth, w, in order to achieve the level
of certainty that the affiliate already has. But for the independent
firm Z, expenditure w is a prospective cost and must therefore
enter into its price estimate and its decision whether to deal with
X. For 7, expenditures on “establishing a relationship” are sunk
costs and therefore irrelevant to current decisionmaking. More-
over, from the point of view of social efficiency, it is clearly more_
desirable, other things being equal, to have V rather than Z sup-
ply the services. The problem, of course, is that other things are
not equal: there is greater danger of unfair self-dealing if ¥ sup-
plies the services, and in the imperfect real world ¥ and Z may
differ significantly in the quality and cost of their services. Thus,
the apparent surplus may not be a real net surplus, though this
fact may be extraordinarily difficulty to discover.
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A second kind of self-dealing surplus arises when the affiliate
is the best supplier to the intermediary. More precisely, even
apart from transaction cost savings that holding company systems
may regularly tend to generate, the affiliate may occasionally have
‘some degree of monopoly power, some unique advantage —
whether by virtue of location, regulation, better technology, or
other cause of competitive advantage — that makes dealing with
it a better thing for the intermediary (and society) than dealing
with. an independent firm. How significant these situations are
is anyone’s guess; one expects that they are less frequent,- but
individually more significant, than situations involving trans-
action cost savings. ' )

The practical response to these two possible kinds of savings
is to require that the intermediary and its affiliate, when seeking
an administrative exemption from strict rules against self-dealing,
show, affirmatively and by a preponderance of the evidence, that
a self-dealing surplus will result from the proposed transaction,
and- that the intermediary will share in it.?** This recommenda-
tion:is stricter than the prevailing rule 'of “fairness” governing
self-interested transactions between general business corporations
and their directors,*® without the complications of supposedly
strict systems for controlling conflicts of interest such as that of
the Employee Retirement Income Security Act of 1974.°% It
amounts to a “more than fair” rule for exemptions. The argument
for going beyond fairness is both simple and persuasive: as long
as self-dealing poses any significant danger that an affected cor-
poration will be abused, there is no reason to permit it unless it
allows a distinct improvement over feasible arms’ length dealings
in the market place. In the case of intercompany dealings in a
financial holding company system, the possibility that undetected
unfairness will be visited upon one of the related transacting en-
tities — typically, a financial intermediary -— is quite commonly
present because detection of unfairness is intrinsically difficult.?®”

204 More specific rules as to what would constitute adequate “proof” of a self-
dealing surplus might be adopted by the agency.

205 See, e.g., DEL. CoDE ANN. tit. 8, § 144 (1975) (fairness test).

208 ,9 US.C. § 1108(a) (1976) (variances from prohibited-transaction rules
granted when “in the interests of the plan and of its participants and benefici-
aries”). This test might be construed to be satisfied by any fair self-dealing trans-
action that makes sense to the pension plan or only by a more than fair transaction,
. i.e., one the benefits of which cannot be duplicated in an other-dealing transaction.

207 There is no need to assert that detection of unfairness is uniquely difficult
in the case of financial holding company systems. Indeed, I am quite willing to
generalize my analysis and recommendations to cover self-dealing involving all
publicly held corporations, and have done so in a chapter of a forthcoming book.
But there is reason for believing that self-dealing is more pervasive in financial
intermediaries and therefore, even if self-dealing rules applicable to corporations
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For instance, even when an affiliate is selling a service to an inter-
mediary at what appears to be the going market price, one may
legitimately raise questions about the quality of the service, as
compared to that available from independent firms, or about the
optimal amount of service needed by the intermediary; unfor-
tunately, it may be quite difficult and costly to answer these ques-
tions in an unambiguous way. Even where transactions involve
assets such as real estate valued by an “independent” appraiser,
it is often’ diffictlt to prove or disprove the ‘“‘true” market price.
Even sales of marketable securities at market prices may be diffi- -
cult for a monitoring shareholder or regulator to evaluate proper-
ly, for whether the intermediary will benefit from selling or buying
the security depends on the other securities that are in its port-
folio, its liquidity needs, and its other current opportunities.?®®
When a transaction is not iz fact an arms’ length deal in a reason-
ably competitive market, there is often no easy way to judge its
fairness. Thus, if a substitute arms’ length deal is available, the
outside shareholders and public creditors of the intermediary gain
nothing by passing it up in return for taking this risk of hidden
and uncorrected unfairness. Consequently, the applicants for an
exemption should have to show that the proposed transaction is
significantly better than fair to the intermediary.

While various objections can be raised against the idea of an
administrative exemption scheme, many can be handled by proper
design of the system. Procedural rules should be drafted so as to
ensure prompt processing of requests, avoid involvement by more
than one agency, and make clear to the applicant both what infor-
mation it must supply and what standard it must meet.*®® The
governing statute should permit the agency, by rulemaking in
accordance with specified procedures and standards, to grant
blanket exemptions to clearly described classes of transactions.
The statute itself might give blanket treatment to small trans-
actions, since the cost of obtaining an exemption would be
large in relation to the amounts of possible benefits and dangers.
Another objection goes more to the heart of the administrative
exemption proposal: it is arguably cheaper, and permits quicker
approvals of proposed transactions, to allow outside directors

generally are not to be upgraded, a higher rule is more clearly justified in this
context.

208 On the importance of liquidity needs or, more generally, the suitability
or true value to an investor oi a given investment asset, see Clark, supra note 4,
at 53-57. See also Moffitt, One Group That Should Not Buy Any Stocks, 4 New
Theory Suggests, Is the Stockbrokers, Wall St. J., June 26, 1978, at 28, col. 1.

208 The procedural problems to be avoided, and a proposed solution, are dis-
cussed in Note, At Variance with the Administrative Exemption Procedures of
ERISA: A Proposed Reform, 87 YaLe L.J. 760, 77274, 776, 781-82 (1978).
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1

rather than regulators to make “more than fair” findings about
self-dealing transactions, record their deliberations, and stand
ready to endure liability if later shown to have judged dishonestly
or carelessly. At present, however, it is unrealistic to suppose that
outside directors are really independent in most of the corpora-
tions and holding company systems that badly need independent
outsiders, and in any event it would be difficult to prove that a
director’s decision.to bless a transaction later shown to be unfair
was dishonestly motivated or carelessly made rather than simply
" mistaken.*!? .

A more general question about any strict system of prohibitory
rules and exemption procedures is whether it is consistent with
acceptance of the idea that financial holding companies may
achieve organizational efficiencies,*'! for the possibility of their
doing so counsels against regulation that would stifle these effi-
ciencies. Nothing recommended here would stifie the holding
company’s ability to reap economies of scale in capital raising.
Nor would the proposed system of regulation deprive financial
conglomerates of the supposed benefits identified by Williamson
as flowing from the M-form method of organizing and running
businesses. Those benefits derive principally from top manage-
ment’s ability to monitor objectively the performance of the vari-
ous divisions or affiliated subsidiaries and to respond to perform-
ance differences, in a cheaper and more refined way than the
capital markets could, by adjusting the budgets of the units. This
they can do despite the proposed strict system of self-dealing
rules, for, apart from the rather limited restraints on intermediary
dividends discussed in the next subsection, they will be free to
draw dividends from some subsidiaries and make capital con-
tributions to the more promising ones. Indeed, forbidding inter-
subsidiary dealings- reinforces the M-form model because it is
precisely the device of treating different divisions as separate
profit centers that is supposed to give the M-form organization
. an edge over the older U-form organization.

The other possible efficiencies of a multiunit enterprise are
those that obtain just because the units do business with one an-
other under favorable circumstances — efficiencies that might be
called the coordination and uncertainty-reducing benefits of ver-
tical integration, in the case of a single corporation, or self-dealing
surplus, in the case of a holding company system. The proposed

210 Of course, courts can inquire into “independent” directors’ decisions ap-
proving transactions between the corporation and a manager and may discount an
approval if they find it careless or tainted by fraud. But it is very difficult for
them to get below superficial indicators of diligence or to uncover tacit collusion.

211 See pp. 819-22 supra.



243

1979] FINANCIAL HOLDING COMPANIES 845

regulatory scheme would attempt to preserve these benefits by
allowing management to obtain administrative approval of the
.transactions and arrangements generating them. Admittedly,
some sacrifice of these benefits would be involved, for manage-
ments would not seek approval whenever the costs of the proce-
dure exceeded the expected benefits. This is the price to be paid
for a reduction in abusive self-dealing and its threat to soundness.
It must be noted, however, that by internalizing functions, many,
perhaps most, forms of self-dealing surplus could readily be con-
verted into vertical integration benefits, especially if needless re-
strictions on intermediaries, such as most bank branching rules,
were repealed. Thus converted, management would not be affected
at all by the self-dealing rules and could reap these benefits to
the fullest extent. For example, a company that performs data
processing services for its affiliated life insurance company could
simply be merged into the insurer; it would continue to provide
the services to the insurance division proper and might even sell
excess capacity to unrelated parties. Since, as a legal matter, the
assets and profits of the data processing division would belong to
the corporation as a whole, the intermediary’s regulators would
care little whether any interdivisional pricing was fair, or whether
vertical integration benefits really existed. And management,
thinking the interdivisional activities to be good ones, would
never be deterred by the costs of an exemption procedure. Put
another way, in many such cases it would be better for everyone,
except insiders seeking to augment their personal profits,**? to
internalize “closely related” or “ancillary” activities in the inter-
mediary itself.

4. Excessive Dividends. — The risk that an intermediary will
be made to pay excessive dividends is really part of the more
general problem of preventing inadequate net worth in intermedi-
aries that are parts of holding company systems. Inadequate net
worth could be caused by other means, such as deliberate -failure
to make new positive contributions to the capital of a growing
intermediary subsidiary. And while excessive dividends and in-
adequate net worth appear to be more common in holding com-
pany systems, they can occur in any intermediary regardless of
whether it belongs to a holding company system. Because the
problem is not confined to holding company intermediaries, its
solution should not be so confined.

Like the recommendations concerning antitrust dangers, this
point is negative but important. Banking and insurance regulators
currently do not have clear, continuing power to make effective

212 See pp. 832-33 supra for discussion of the role that externalization plays
in facilitating abuses.
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regulations about “capital ratios” and “surplus” levels; much of
their de facto power is exerted only when the intermediary or its
parent or another affiliate needs formal approval under vague
criteria for some transaction, such as a holding company acquisi-
tion, that is only weakly related to capitalization problems.

The best strategy for dealing with the danger of inadequate
net worth is a vast subject considered elsewhere,*® but a few
additional thoughts should be offered here. Large dividends could
be regulated in two ways. They could be simply prohibited when-
ever they would leave the intermediary with net worth below a
minimum amount established by regulation as adequate. Or they
could be “taxed” in the amount of the additional costs they create
— the losses which would result from failure of the intermediary
muitiplied by the additional probability of failure caused by ex-
cessive dividends. The tax would be in the form of an increase
in the premiums the intermediary must pay to its deposit insur-
ance or insurance guaranty fund.***

The first technique is an inflexible, all-or-nothing one. More-
over, historical evidence suggests the need for a truly dramatic
increase in net worth over past and present levels before there is
a significant impact on an intermediary’s probability of failure.?'®
One might suppose that simply mandating very high capital ade-
quacy or surplus requirements for banks and insurance companies
would be very costly, given the tax advantages*'® of debt
financing. While recent scholarship has argued that even great
increases in bank capital adequacy ratios are relatively inexpen-

213 On the banking side, see, e.g., G. Voyra, BANK CAPITAL ADEQUACY (1973);
Scott & Mayer, Risk and Regulation in Banking: Some Proposals for Federal
Deposit Insurance Reform, 23 StTan. L. REv. 857, 886-95 (1971); Summers, Bank
Capital Adequacy: Perspectives and Prospects, FED. RESERVE Bank RicEMOND,
Econ. Rev, July-Aug. 1977, at 3; Taggart, Regulatory Influences on Bank
Capital, Fep. Reserve Bank BostoN, NEw Excranp Ecown. Rev., Sept.-Oct. 1977,
at 37. On the insurance company side, see, e.g., D. ANDERSON, AN ANALYSIS OF
THE EFFECTS OF UNDERVALUATIONS AND OVERVALUATIONS IN Loss RESErRVEs REr-
ATIVE T0 THOSE OF UNDERWRITING RESULTS AND VARIABLE ASSET VALUES UPON
PoLICYHOLDERS’ SURPLUS (1973); Finkelstein, The Use of Risk Theory in Framing
Solvency Controls for Nonlife Insurance Companies, 119 U. Pa. L. REv. 730
(1971) ; Hofflander, Minimum Capital and Surplus Requirements for Multiple
Line Insurance Companies: A New Approach, in INSURANCE, GOVERNMENT AND
SociaL PoLicy 69 (S. Kimball & H. Denenberg eds. 196¢).

214 On the prevalence and functions of such schemes, see Clark, supra note 4,
at 86—go.

215 See id. at 63 (actual variations in bank capital ratios and banks not shown
to have been material factor in determining bank failures). In other words, as
far as empirical evidence is concerned, it may take a very large increase in bank
capital ratios to affect the rate of bank failures in a noticeable way.

216 Tnterest payments to debtholders are deductible by a corporation, I.R.C.
§ 163; dividend payments to shareholders are not.
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sive,”" this argument fails to consider the crucial relevance of
factors such as the tax brackets of the individual shareholders.?®
The costs of increased capital adequacy ratios must still be con-
sidered very uncertain.®!®

An alternative approach is to let the deposit insurance funds
vary their premiums to reflect the increased riskiness, if any,
posed by banks in financial holding companies.>*® 1 would not,

217 Black, Miller & Posner, supra note 188, at 388-8g, 402—03. This argument
is premised upon the well-known Modigliani and Miller (M-M) theorem, see
Modigliani & Miller, The Cost of Capital, Corporation Finance and the Theory
of Investment, 48 AM. EcoN. REv. 261 (1958), which asserts that the total cost
of capital of a firm does not depend on its ratio of debt to equity.

218 A common objection to the M-M position, see note 217 supre, is that,
although it applies in a tax-free world, the financing decision is nevertheless dis-
torted by tax considerations. Part of Black, Miller, and Posner’s response is to
say that the tax advantage of singly taxed interest payments on debt, as con-
trasted with doubly taxed dividend payments on stock, may be compensated for
by the technique of retention of corporate earnings coupled with the sale of stock
at capital gains tax rates. By itself, this response would be incomplete. Retention
of earnings can provide savings to stockhoiders, but whether there are savings in
comparison to their position if they were debt holders sharing in a similar pre-
tax corporate income, and what the savings are, depend very much on their tax
brackets, see Clark, supra note 143, at 102 nn.43 & 45, 110 n.81, and numerous
other factors (such as the availability or unavailability of profitable uses for the
retained earnings and the fact that the retentive strategy is potentially susceptible
to managerial abuse, see, e.g., Dodge v. Ford Motor Co., 204 Mich. 459, 170 N.W.
668 (1919), which may create negative values that must be taken into account,
Consequently, if capital means equity capital, it is not at all clear, absent possession
of a good deal of basic data about bank earnings, the ownership of bank stock,
and bank stockholder tax characteristics, whether and how often imposing a very
high capital adequacy requirement would create greater burdens for the elite
suppliers of capital to banks (i.e., bank stockholders, see Clark, supra note 4, at
11). These same arguments could be made with respect to insurance companies,
but they would have less force because of the low effective tax rates on many
insurance companies. See generally Clark, The Federal Income Taxation of
Financial Intermediaries, 8¢ YaLe L.J. 1603, 1637-75 (1975).

219 This uncertainty is made even more important by the evidence that in-
creasing safety by restricting intermediary leveraging would require a tremendous
restraint on leveraging; if prohibiting leverage has its costs they may well be large
costs.

A solution to these problems may be to deem debentures, subordinated to the
claims of the public suppliers of capital, to be capital for the purpose of satisfying
capital adequacy requirements. See Black, Miller & Posner, supra note 188, at 389.
Such debentures could be issued by intermediaries to financing persons who prefer
debt to equity. Nevertheless, this technique is hardly perfect. The subordinated
debentures would serve as a cushion to the interests of public creditors, but they
would increase the risk that the intermediary would undergo insolvency proceed-
ings and incur the associated transaction costs. And if one were to mitigate this
risk by attenuating the debenture holders’ rights to demand payment and collect
their claims, one would aggravate the risk that the Internal Revenue Service would
reclassify the debentures as equity for tax purposes.

220 1d. at 406—07. The authors’ most preferred alternative, however, seems to
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however, allow regulators to presume increased riskiness from
the mere fact of membership in a holding company system, if my
proposals regarding identity confusion and intercompany dealing
were adopted. The premiums should vary with a number of finan-
cial measures and other indicators of bank soundness, some of
which would be affected automatically by a large dividend. I
would also extend the strategy to insurance holding companies
and savings and loan companies, since their suppliers of capital
are generally protected by governmentally sponsored insurance
schemes that could be modified to provide for variable pre-
miums.??!

5. A Pervasive Problem. — Cutting across the four categories
of problems already discussed are additional difficulties: bad
reasons for holding company regulation, and rules and procedures
that serve socially unwise objectives. When attempting to devise
improvements in the law, one must ferret out special interest
provisions that do not contribute to the general public interest.

There are at least three prominent categories of such pro-
visions. First, holding company regulation may be a form of
antitakeover statute geared to protecting incumbent managers of
financial intermediaries. As noted earlier,?*> for example, the
model law about insurance holding companies bears this objective
on its face. A second objectionable reason for financial holding
company regulation is the expansion of the jurisdiction — and
hence the status and welfare — of regulatory agencies. Again,
the history of the insurance holding company movement provides
evidence of the real force of this objective.?*®* Of course, the mo-
tivations that cause regulators to state beliefs and urge causes
of action are, strictly speaking, not logically relevant to assessing
the truth of the beliefs or the validity of the public-interest argu-
ments put forward for the proposed course of action. But un-
covering a self-interested motivation for the making of an argu-
ment does, as a practical matter, suggest that very close scrutiny
of the argument will expose an error.

A third improper objective of financial holding company reg-
ulation is the goal of protecting the actual or potential competi-
tors of the companies and their affiliates from competition. Again,
one must not confuse discovery of motivation with discovery of

be to do nothing at all about the allegedly greater riskiness stemming from holding
company affiliations, since they are not persuaded that any greater risk has been
demonstrated. Id. at 399-400.

331 See Clark, supra note 4, at 86—go.

222 See note 84 supra.

223 Se¢ Barger, The Insurance Holding Company: The A jtermath——szmg
with the Legislation, 1970 ABA INSURANCE, NEGLIGENCE & COMPENSATION SECTION
185, 187.
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a flaw in argument, but it may be that some aspects of regulation
can realistically be understood as serving no purpose other than
the protection of some firms from competition.

II1. EvaruaTioN ofF CURRENT Law

Current law is justified in expressing the separation theme by
imposing severe limits on the nature of the activities of financial
intermediaries themselves. It is probably right in not paying
much attention to restrictions on managerial overlaps as a mode:
of separation regulation. As for the other two ways of express-
ing the separation theme — limiting holding company activities
and limiting transactions between holding company affiliates —
the emphasis of the current law is skewed. The clearest contrast
to the regulatory approach recommended here is that ¢f the Bank
Holding Company Act. That statute strictly limits the lines of
business of the financial intermediary’s affiliates, but only indi-
rectly and incompletely regulates interaffiliate transactions.?** In
my view, this emphasis is precisely backwards: the statute is
strict where there is no clear reason for not being liberal, and lax
where there are good reasons, rooted in history and human na-
ture, for being severe. The chief danger of the regulatory scheme
is that it may not solve adequately the major problem of financial
holding company systems, the abuse of the financial intermedi-
aries for the benefit of other interests in the systems. The fact
that the law needlessly prevents possible conglomerate efficiencies
is a lesser defect, given the facts that sizable M-form efficiencies
might be realized in a holding company system containing only
financial intermediaries as members and that other business ven-
tures can always be conducted within other kinds of conglomerate
organizations.

If it were customary to attribute a legislative state of mind as
well as a legislative intention to a statute, the attribution in this
case would reflect the statute’s origin in a period of heightened
merger activity. The statute’s ‘“closely related” test expresses a
nebulous, free-floating anxiety about size and financial conglom-
eration per se, rather than a focused concern about the specific
ways in which financial conglomerates actually threaten the pub-
lic interest or the soundness of financial intermediaries. The exag-

205

gerated antitrust concerns *** may have destroyed the sobriety

224 See pp. 796~98, 802-03 Supra.

2251t is ironic that the Act arguably weakened antitrust tests by putting them
into a balancing test. Trying to express antitrust concerns by imposing activity
limits is an odd business, perhaps intelligible only to the competitors of bank
holding companies.
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needed to obtain a precise awareness of the dangers of self-
dealing. : S .

A more sympathetic interpretation of the legislative frame of
mind behind the Bank Holding Company Act would stress that
the fundamental legislative decision was to outlaw financial con-
glomerates. On the one hand, the legislators could then perceive
no definite positive values stemming from bank holding com-
panies, other than vertical integration-type or “congeneric” effi-
ciencies. On the other hand, they were presented with a wide
array of real and imaginary fears: the zaibatsu image, the argu-

- ments about tie-ins, dangers to banks, imprudent and disastrous
expansion by empire builders, and so forth. Their instinctive
response was simply to outlaw conglomerate bank holding com-

 panies. The permission to have affiliates engaged in closely re-
lated activities can be seen as an afterthought, an exception
granted in order that efficiencies of the sort arguably present in
vertically integrated enterprises would not be squelched. Under
this interpretation, the crucial error was simply a failure to realize
- that if the law is to take the approach of forbidding the conglom-
eration of banking and other activities, it ought to go all the way
and force internalization of closely related activities. Internaliza-
tion would often permit the efficiencies to be realized but would
curtail the dangers of self-dealing.

The Model Insurance Holding Company System Regulatory
Act, by contrast, does not adopt the unnecessary expression of the
separation theme by restricting affiliates’ lines of business. But
it also fails to be strict enough with regard to intercompany deal-
ings, for it only requires that transactions be fair, rather than that
there be a self-dealing surplus. The special New York restrictions
on an insurer’s own subsidiaries seem proper, in view of the direct
connection between their riskiness and that of the insurer.??® This
limited method of expressing the separation theme through limits
on affiliates’ activities could sensibly be applied to other financial
intermediaries.

The Savings and Loan Holding Company Act, as noted, re-
stricts affiliates’ lines of business if a multiple holding company is
involved but not if the affiliates are associated with one insured
association; this distinction makes little sense. The statute prop-
erly takes a hard line on an association’s investing in and lending
to affiliates. But its approach to sales of goods and services, reg-
ulating but not prohibiting them, is questionable. Not only is
there no requirement that a self-dealing surplus be shown, but a
stricter approach might have had the benficial result of encourag-

226 See p. 807 supra.
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inginternalization of ancillary services in an industry that for
many years has been rife with potential conflicts of interest.?’

IV. THE DEFINITIONAL PROBLEM: A REASSESSMENT

A. The Criteria of Definitional Decisions

The preceding two Parts dealt mainly with two ways of ex-
pressing the separation theme: regulation of the activities of an
intermediary’s affiliates and regulation of transactions with affili-
ates. Still open, however, is the question of the proper limits on
the activities of financial intermediaries themselves. Such limits
are another, and perhaps more important, way of expressing the
separation theme. If simpler administration of the soundness goal
is accepted as the basic reason for confining financial intermedi-
aries to financial-intermediary activities,??® then finding the defi-
nitional boundaries of “banking” and “insurance” becomes a key
inquiry. '

We should distinguish between the general business activities
in which intermediaries engage, using funds obtained from their
depositors or policyholders (e.g., investment operations), and the
kinds of financial products and services that they provide to those
persons or to other customers. For brevity, I will refer to the
former as “business activities” and the latter as “financial prod-
ucts” or “financial services.” If, as argued elsewhere,**° the major
aim of our legal system’s especially intense regulation of finan-
cial intermediaries is to protect their public suppliers of capital
(roughly, their depositors and policyholders) from the conse-
quences of an intermediary’s financial failure, then this goal im-
plies only an abstract limit on the business activities funded by
the public creditors’ money. It is not the nature of the invest-
ments made and of the businesses carried on by the intermediary
that matters directly, but the sheer amount of risk posed to the
public creditors. If the law forbids depository institutions to
trade in real estate (a traditional risky activity), it is because of
the perceived difficulty of cheaply and precisely controlling or
insuring the risks presented by such activities to depositors,
rather than because of a reverence for the traditional “essence”
of banking. If the law biases insurance companies toward long
term investments and banks toward short term investments, it is
because of a perception that to reduce the risk of a company’s

237 Spe Herman, Conflicts of Interest in the Savings and Loan Industry, in 2
STupY OF THE Savines AND Loan InpUSTRY 763 (1. Friend ed. 1969).

328 Spe pp. 814~16 supra.

229 Clark, supra note 4, at 10-26.
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failure one must mesh the characteristics of its investments with
those of its obligations, rather than because of a belief about what
is inherently part of insurance or banking. Indeed, if the legal
system were to rely almost exclusively on variable-premium de-
posit insurance or guarantee funds to protect public creditors,
there would be no obvious policy reason to prevent banks and
insurance companies from engaging in nonfinancial business ac-
tivities. In specific cases, of course, there might be practical
reasons for prohibitions. For example, gauging the riskiness of
many kinds of nonfinancial activities — in order to set premiums
— might be harder and more expensive than gauging the riskiness
of most investment activities. But the main point to grasp is that
policymakers should focus on the risk posed by various business
activities and the administrative costs of monitoring and control-
ling those risks, rather than on the nature of the activities.

When we turn to the proper financial products of intermedi-
aries, we face knottier problems. Consider any new financial
product or service proposed by a bank or insurance company that
seems to depart from a traditional, core intuition of banking or
insurance services. There are really two distinct issues that under-
lie the legal controversies evident in the statutes and cases. The
first issue concerns regulatory method. By what criterion should
policymakers decide whether to go beyond the traditional regula-
tory strategies for banking or insurance in their response to the
new product? In most cases, I suggest, the general form of an
ideal answer is simple enough: régulatory strategy must shift
when an essential, consciously accepted ingredient of the proposed
financial product is that it would pose a substantial risk to the
customer purchasing it. The change calls for a shift from the
traditional strategies, which are aimed at risk reduction, to a sys-
tem based on full disclosure and strict fiduciary duties — a system
such as that embodied in the Investment Company Act.”*® Apply-
ing this general thought in a context where various laws and juris-
dictional patterns must be taken as given is far from simple, of
. course; some of these problems will be explored in the next
Section.

The second issue concerns prohibitions. By what criterion
should policymakers decide whether to forbid the bank or insur-
ance company from offering the proposed product? A rough gen-
eral answer is that, with some exceptions, the product should be
forbidden when it is not being marketed to, or realistically would
not be bought by, a truly public class of customers. As discussed
elsewhere,?®' the marks of a public class of customers of financial-

30 Investment Company Act of 1940, 15 U.S.C. §§ 80a~1 to -52 (1976).
31 Clark, supra note 4, at 11; Clark, supra note 218, at 1616-18.
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intermediary services (who are capital suppliers of the intermedi-
aries, even though they might not think of themselves in that
way) are its numerosity and the modest average wealth of its
members compared to the average wealth of shareholders in pub-
lic corporations. Since soundness regulation is called fer only
when there is a truly public class of customers, and since the basic
reason for the separation theme is to facilitate the administration
of soundness regulation, new financial products aimed at relative-
ly elite classes of potential customers generally should not be per-
mitted to financial intermediaries. Exceptions can be based on
several considerations. First, a proposed financial product or
service for a less-than-public class of customers might be such
that it would pose little hindrance to soundness regulation: the
amount of activity of the proposed sort would be so small in rela-
tion to the intermediary’s main activities that regulators could
virtually ignore it, it might be an easily isolable activity present-
ing no conflicts of interest, and so forth. Second, the product or
service might be an efficient way of handling the intermediary’s
excess capacity for producing services necessary or properly an-
cillary to its regular activities. For example, if an insurance com-
pany provides its own data processing services for its traditional
operations, which are of optimal size, it may find it desirable to
sell some data processing services to outsiders, who would be busi-
ness firms rather than public customers in my sense. Permitting’
it to do so is an especially appealing proposition when the law
concerning financial holding companies would encourage manag-
ers wishing to realize vertical-integration benefits to internalize
the ancillary services within the intermediary, in order that they
might avoid the costs of obtaining an exemption permitting inter-
affiliate ®ansactions.

The combined thrust of these two principles is such that some
proposed financial products that would call for a different regu-
latory method would also meet the criterion for flat prohibition.
But distinguishing two issues and principles does have practical
consequences. In particular, policymakers might justifiably be
lenient, when considering changes in statutes or regulations or the
proper resolution of litigation, in allowing all financial intermedi-
aries to offer investment vehicles and investment-advisory services
to public customers — in other words, products similar to those
offered by the investment-type intermediaries. At the same time,
they might insist on strict disclosure-type regulation. This point
clearly demands elaboration, which is supplied in the next two
Sections.
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B. Nlustration: Are Investment Activities
Within the Definition of “Insurance”?

One may appreciate the futility of seeking a “pure” definition
of a particular intermediary function without resort to regulatory
goals by analyzing a particular problem at length. The issue,
abstractly stated, is whether investment activities are intrinsi-
cally part of- the business of insurance and, if so, whether any
particular types of investment activity are to be excluded from
the definition. A definitional problem arises because, under the
federal McCarran-Ferguson Act,?*? state regulation of the “busi-
ness of insurance” supersedes federal law; in addition, the fed-
eral securities laws contain express exemptions for “insurance
contracts” % and “insurance companies.”2** If a company’s
sales of financial products to customers involve something other or
more than “insurance,” that extraneous element may be regulated
by federal law. The problem of whether an interest in the com-
pany’s investments is such an extraneous element was posed by
three important cases dealing with variable annuity plans offered
by insurance companies.?®® Because it is simpler to analyze life
insurance than annuities, and because variable life insurance plans
pose legal problems quite similar to those involved in the three
cases just mentioned, let us analyze the activities of life insur-
ance companies. :

Insurance obviously has to do with the reduction of risks.
One may construct a spectrum of possible life insurance com-
panies, starting with the most primitive form, that display increas-
ing degrees of completeness and sophistication with regard to the
particular types of risk they reduce. The spectrum, which corre-
sponds in a rough way with the historical evolution of the life in-
surance business, shows that investment activity is not logically
entailed by insuring activities, but is practically necessary to an
extent that increases with each refinement in insurance activities.

The most primitive life insurance company is probably a
small mutual benefit association operating on the assessment plan.
A few individuals may agree that, if any of them should die within
the coming year, the rest will be assessed their pro rata share of
the stipulated death benefit. The risk to be reduced is that of a
sudden demand for cash on the part of each member’s dependents

232 15 U.S.C. 8§ ror1-1015 (1976).
233 Securities Act of 1933, § 3(2)(8), 15 US.C. § 77¢(a)(8) (1976).
234 Investment Company Act of 1940, §§ 2(a)(x7), 3(c)(3), 15 US.C. 83§
8oa-2(a) (17), -3(c) (3) (x976).
235 SEC v. United Benefit Life Ins. Co., 387 U.S. 202 (1967); SEC v. Variable
Annuity Life Ins. Co. of America, 359 U.S. 65 (1959); Prudential Ins. Co. v.
. SEC, 326 F.2d 383 (3d Cir. 1964).
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because of his death. The intriguing thing about the arrange-
ment is that, while it clearly amounts to a plan of life insurance,
the insurance company - the association — possesses no money
for any significant length of time, and thus will carry on no in-
vestment activities.?® ‘

The assessment plan is faulty in a number of ways, which
suggest new refinements. First, individual members may be un-
able or unwilling to meet their assessments. To reduce this risk
of policyholder default the company may insist on collecting as-
sessments in advance, i.e., premiums, with the understanding that
unused amounts will be returned to the policyholders at the end
of the year. It becomes a simple mutual term insurance company,
and must now try to predict how many members in the group will
die within the coming year. The innovation also leads to the
company’s having the premium moneys on hand during an in-
definite part of the coming year. Conceivably it could invest them
rather than hold them idle. But the investments would have to
be in very liquid and therefore low-yielding form, since a policy-
holder could die at any minute. Moreover, since there are few
policyholders and the company is collecting premiums for only
one year, the total loss from not investing may seem small com-
pared to the risk involved. In any event, the function of reducing
the risk of policyholder default is served whether or not the com-
pany invests,

Second, even if the company uses the best mortality tables
available, there is a 'substantial likelihood that, because -of the
small number of members, more members than were predicted
would die, and the company will be unable to meet its policy obli-
gations. Among the many ways of reducing this risk of bank-
ruptcy due to normal sampling error, the most direct is simply to
increase the size of the pool by obtaining many more policy-
holders or by reinsuring. The risk can be reduced whether or not
the company invests the money it holds. But the large company
will obviously have more funds to invest than the small company
would; it is more likely to find investment activity feasible and
desirable.

Finally, even if the mortality experience of a company’s
policyholders should match exactly that of the comparable now
living general population, it might differ from the mortality ex-
perience predicted by the company, since mortality tables are
based on experience with past populations. The term insurance

238 In the author’s terminology, the assessment company will not be a fuil-
fledged “financial intermediary,” for while it will accomplish an important pooling
function — insurance arrangements are a subset of pooling arrangements — it will
not serve as a middleman between savers and ultimate investors. See note 1 supra.

66-942 0 - 80 - 17
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company of the last paragraph may therefore wind up with an
underwriting loss if people die sooner than expected, and, if it
-charged only a best-estimate premium, it will default on some of
its obligations. This risk of bankruptcy due to error in mortality
tables can be reduced by the company’s obtaining “capital,” to
use the bankers’ term, or, to use the insurance industry’s jargon,
“surplus.” Roughly speaking, surplus simply refers to a positive
net worth figure on an insurance company’s balance sheet.??” It
may be created in several ways. The company may charge a larger
premium than the best-estimate premium, promising to return the
excess at the end of the term if unnecessary. It may switch from
mutual to stock form, getting its surplus from a separate group of
persons, the stockholders. If state law permitted, long term capi-
tal from nonpolicyholders could also be obtained from bondhold-
ers subordinated to the policyholders. Regardless of the source
of surplus, the crucial twin points may once again be made: the
new refinement reduces the risk in question — surely an insurance
function — without logically necessitating that the insurance
company engage in investment activity; but the refinement leads
to the company’s having more money .under its control, and it
therefore raises the opportunity cost of not investing.

This refined term insurance company still fails to reduce risks
of significant interest to those concerned with the fortunes of
policyholders. When an insured covers the risk of death by suc-
cessive purchases of term insurance policies, his yearly premiums
will increase sharply with age and, if he has not saved wisely on
the side, may eventually become unaffordable. To reduce this risk
of the policyholder’s being unable to pay for pure insurance pro-
tection in later years, level-premium, whole-life insurance policies
were invented.® The policyholder pays the same premium
amount every year; in the earlier years the amount exceeds the
cost of simple term insurance in the same face amount for those
years, but in later years the amount is less than the price of com-
parable term insurance. The excess funds, or reserves,?®® collected

237 The liabilities on the balance sheet are contingent amounts, based on the
deaths, and other events calling for payouts (e.g., policy lapses and surrenders),
that are predicted to occur during the limited term of the insurance policies. A
surplus account, or positive net worth, means that the company has more than
enough money to meet the contingent liabilities; it will be safe from insolvency
even if the predictions behind the liability amounts were erroneous and the
liabilities are larger (unless the amount of the error exceeds even the surplus).

338 See D. McGILL, supré note 185, at 32-39; R. MEER & R. OsLEr, MODERN
Lire INsURaNCE 671 (3d ed. 1961) (whole-life, level-premium insurance for
fixed face amount first offered in 1756). To soften the consequences of the risk
that elderly policyholders still might be unable to continue paying premiums,
nonforfeiture laws were enacted. Id. at 674.

339 Technically, “reserves,” or “reserve liabilities,” refers to an item on the
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in the early years are used to cover later deficiencies in the col-
lected amounts. With this innovation — the legal reserve life
insurance company — the amount of funds controlled by the
insurance company increases tremendously, as compared to the
previous refinements. Once again, investment activity is not
inherently necessary to the risk-reducing function which the
business. innovation serves, but the innovation has the effect of
increasing funds available for investment and thus raises the
opportunity cost of not investing. Companies therefore do invest.

Theoretically, of course, policyholders could individually put
together the equivalent of level-premium, whole-life insurance by
buying yearly term insurance policies and simultaneously adding
appropriate amounts to an investment in shares of an investment
company, which could be gradually liquidated to pay for large
term insurance premiums in later years. This procedure obviously
would not satisfy those who think that there are good reasons for
a more paternalistic approach, and it might sacrifice whatever
economies of scale can result from one company’s offering the
package. But the possibility of the procedure suggests an impor-
tant characterization of the sophisticated legal reserve life insur-
ance company: it is a firm that combines the function of offering
“pure” insurance protection with that of operating an investment
company.

This remark brings us, of course, to the issues raised in the
variable annuity cases. As noted, state regulation of “the business
of insurance” supersedes federal law. If an insurance company’s
product in fact gives the policyholder an interest in an investment
fund, and such an interest is deemed not to be part of the pur-
chased insurance, then the policyholder’s interest in the pool of
invested assets may constitute a security, the public offering of
which must be registered under the Securities Act of 1933 **® un-
less a specific exemption is available. More significantly — be-
cause of the enormous problems of application and administration
that would be caused 2*! — the pool of invested assets may be
considered an “investment company” which has to be registered
under the Investment Company Act of 1940 and subjected to or
specially exempted from its elaborate provisions.?*?

liabilities side of an insurer’s balance sheet. But since the insurer must maintain
assets at least equal in value to these contingent liabilities, it is natural to talk
loosely of “reserves” as if they were assets. The assets are set aside (or reserved)
in the sense that they cannot be withdrawn as dividends.

240 y5 U.S.C. §8 77(b) (1), 77¢(3) (1976).

241 See generally Blank, Keen, Payne & Miller, Variable Life Insurance and the
Federal Securities Laws, 6o Va. L. ReV. 71 (1974); Jones, The Variable Annuity
and the 1940 Act — An Uncomfortable Combination, 3 CoNN. L. RevV. 144 (1970).

242 15 U.S.C. § 80a—3(a) (1), (3) to ~7(a) (1976).
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Consider, then, two cases which botk seem to involve the
question whether investment activity is part of the business of
insurance: (1) a traditional legal reserve life insurance or annuity
company, which of course invests heavily in securities, both mar-
ketable and illiquid, and (2) a variable annuity or variable life
insurance company (or a traditional life insurance company that -
issues some variable annuity or variable life policies as one of
many of its activities, but sets up a “separate account” for those
special policies ***), which also invests heavily in securities. It is
clear from the opinions *** and administrative rulings ** that
variable annuities and variable life insurance generally are not
protected by the McCarran-Ferguson Act from the application of
the federal securities laws. Why is this rule not applied to the
whole-life policies and annuity policies issued by traditional legal
reserve companies?

Insofar as the existing authorities can be rationalized, it is not
because of a view of the relationship of investment in general to
the essence of insurance, but because the two cases differ signifi-
cantly in the quantity of investment risk they present to the
policyholder. The quantity of risk is in turn affected by several
differences between the two plans. The major point to grasp is
that, despite infelicitous language in some of the opinions in the
VALIC case,®® all of these sorts of differences ought logically to
be thought relevant. For instance, the holder of a traditional an-
nuity policy, but not that of the variable annuity policy, is
promised payments in a fixed dollar amount, The risks he retains
are the risk that the insurance company will default on its obliga-
tions because of poor investment performance and the risk of
unexpected inflation which will erode the value of his future
payments. The holder of the variable annuity policy takes-the.
normal shareholder-type risk of variations and returns even
apart from insolvency of the insurer. Moreover, the risk of de-

243 See, ¢.g., Prudential Ins. Co. v. SEC, 326 F.2d 383, 384-85 (3d Cir. 1964)
(description of Prudential’s variable annuity program). The court held that the
company’s separate investment fund resulting from the sale of variable annuity
contracts was a “fund” within the meaning of the Investment Company Act and
that the Act was applicable to the fund, despite the Act’s exclusion of insurance
companies from the definition of investment companies.

244 SEC v. Variable Annuity Life Ins. Co. of America, 359 U.S. 65 (1959);
SEC v. United Benefit Life Ins. Co., 387 U.S. 202 (1967); Prudential Ins. Co. v.
SEC, 326 F.2d 383 (3d Cir. 1964).

245 FE.g., SEC Investment Company Act Release No. 9482, [1976~1977 Transfer
Binder] Feo. Sec. L. Rer. (CCH) { 80,767 (Oct. 18, 1976) (limited exemptions
from Investment Company Act granted for separate accounts funding variable
life insurance). See genzrally Variable Life Insurance — Recent Developments,
32 Bus. L. 697 (1977).

348 SEC v. Variable Annuity Life Ins. Co. of America, 359 U.S. 65 (1959).
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fault by a company issuing a traditional policy is in fact very
low, because of state law’s substantive regulation of risks, one
example of which is investment restrictions.

Thus, it makes little sense, at least as an initial policy matter,
to suggest that the presence or absence of a significant element of
fixed return in the policy is ¢he crucial factor, as Justice Douglas’
opinion in the VALIC case seems to suggest,?*” or that mere par-
ticipation in any amount of risk-taking in equity investments is
the crucial factor.>*® VALIC and similar cases are actually easy,
because most of the rough formal indices of risk in that case went
together and corresponded to a real, significant difference in the
amount of risk borne by policyholders. But possible hybrid fac-
tual situations would strain some of the apparent ‘“tests” men-
tioned by the Justices. For example, imagine a company which
issued annuity policies calling for payment in fixed dollar
amounts, though the amounts were very high in relation to con-
ventional policies calling for the same premiums. The company
is permitted by state law to invest in any financial assets whatso-
ever, and in fact invests in a common stock portfolio with a very
high coefficient of market risk. Let us assume that the state has
no alternative scheme, such as a-statewide guarantee fund, for
reducing the risk posed to the policyholders. The regulatory
scheme does, however, examine the company to check compliance
with recordkeeping and conflict of interest rules; it does regulate
the types of contractual provisions that must or may be in poli-
cies, and so forth. Quite possibly, the risk posed to these policy-
holders would be greater than the risk posed by most actual vari-
able annuity plans. Should Justice Douglas’ apparent rule be
invoked to treat the policies as “insurance” products exempt by
virtue of that characterization from the securities laws, solely be-
cause of the element of contractually fixed return? On the other
hand, imagine a company that issues variable annuity policies but
whose separate investment account for those policies is restricted
by law to the same extremely conservative investments in which
ordinary life insurance companies can invest. Suppose that the
actually expected variations in payouts on the policies are quite
small. Should the policies be excluded from the insurance cate-
gory?

These examples suggest that the McCarran-Ferguson Act
concept of insurance would be most rationally articulated as fol-
lows: insurance products may of course contain an investment
element (as history has long suggested), but products of high in-
vestrent risk will not be considered insurance for purposes of

247 1d. at 71.
348 See id. at 79-80 (Brennan, J., concurring).
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this Act. As Justice Brennan’s concurring opinion in VALIC
sometimes suggests,?*® the securities laws’ full-disclosure approach
should be invoked whenever the financial product is sold primarily
as a vehicle for the self-conscious taking of significant investment
risks, whereas the state laws’ substantive-regulation approach
should prevail when the product is sold primarily as a vehicle for
reducing risks posed by contingencies facing the policyholder as
such. This distinction does not, of course, solve all the line-draw-
ing problems one can pose, but it does seem to offer a rational
basis for-approaching problems. It also suggests the singular in-
appropriateness of thinking that a pure definition of insurance is
the key to a solution of the problem.

This interpretation of the McCarran-Ferguson Act does not,
of course, tell us whether the states ought to exercise their free-
dom to permit insurance companies to sell products with a high
component of investment risk. The answer to that question de-
pends on whether such products would seriously hinder or com-
plicate soundness regulation.

C. Comment: Are Investment-Advisory Services
Part of “Banking”?

Under the definitional criteria recommended in Section A, the
Glass-Steagall Act’s prohibition against banks’ engaging in under-
writing activities is in principle correct — assuming the accuracy
of the legislators’ interpretation of events leading to bank failures
in the Depression — since it was based on the perceived difficulty
of keeping banks sound when they, or affiliates with which they
were free to deal, were also engaged in selling securities to elite
suppliers of capital. It does not follow, however, that securities
firms should be forbidden from being in bank holding company
systems governed by a reformed law that would strictly regulate
intercompany dealings. And, it also does not follow that the
Glass-Steagall Act should be construed to prohibit banks from
offering — and promoting, even aggressively — investment-advi-
sory and investment-management services to small investors, that
is, to truly public customers. Under our second criterion, invest-

249 1d. at go—gr. The importance Justice Brennan seemingly attached to the
similarity of variable annuities to claims in equity investment trusts and his
description of their dissimilarity to traditional annuities as being a difference in
kind are, however, off the mark. Different legal treatment should turn simply on
quantity of risk borne by policyholders; the source of the risk is, or should be,
irrelevant. Though application of this principle would not have changed the out-
come in VALIC, it could have important —indeed, radical — ramifications. It
might justify, for example, application of the federal securities laws to traditional
insurance companies which have a significant risk of becoming insolvent because
governing state law contains only weak limitations on investments and surplus.
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ment services to a truly public class of customers need not be flatly
prohibited. Moreover, there are positive reasons for thinking that
allowing banks to provide small-account services would be so-
cially desirable. For instance, banks already have many thou-
sands of retail outlets used by ordinary people to conduct their
financial affairs, and promoting the use of smalil-accounts services
through these outlets may therefore entail lower marginal costs
than other modes of marketing them, such as establishing new
brokerage firm outlets. Under our first criterion, the main con-
cern of policymakers should be simply to ensure that the custom-
ers are given the protections of full disclosure and strict regulation
of potential conflicts of interest that the bank’s providing the
service might create. This does not mean that the federal securi-
ties regulation of investment advisors and broker-dealer firms
must be applied, in all of its complex glory, to banks that offer
small-account investment services. It does mean that substan-
tially similar protections must be provided.?*°

V. CoNCLUSION

A major reason for limiting the connections between financial-
intermediary activities and other activities is simply to facilitate
regulation designed to insure the soundness of intermediaries. In
the case of financial intermediaries themselves, this policy points
toward a prohibition against business activities not within con-
ventional conceptions of financial-intermediary activities, but it
does not entail an extreme prohibition. Other business activities,
especially ancillary or closely related activities that may produce
efficiencies through integration with principal activities, may
properly be permitted when the risks they present to the inter-
mediary’s public suppliers of capital can be controlled or insured
in an efficient and fairly precise way. The law should look favor-
ably upon new financial products or services that intermediaries
propose to offer when they are designed to be marketed to a truly
public class of customers. If the new products are intended for
customers who self-consciously want to take investment risks,
regulators should insist on strong disclosure requirements and
conflict-of-interest rules, similar in thrust to those of the Invest-
ment Company Act.

The separation theme also extends to financial holding com-
pany systems. These systems should not be flatly prohibited, be-

259 It has been argued that, in many respects, substantially similar protections
already exist for customers of the major bank-sponsored investment services thus
far offered. See Note, supra note 60, at 1497-503.
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cause they may have beneficial consequences and because their
proven bad effects do not justify prohibition. The proper regula-
tory strategy, I have argued, is to regulate strictly dealings be-
tween intermediaries and their affiliates, but not to limit the na-
ture of the business activities in which the affiliates may engage.
This view rests upon conclusions about what are and are not the
major problems created by the holding company systems. Ac-
tivity restraints on the affiliates of financial intermediaries seem
generally to be based upon a fear of the antitrust dangers sup-
posedly stemming from conglomerate enterprises, especially large
ones. Conglomerate financial holding companies conceivably may
increase the likelihood that certain allegedly anticompetitive
practices will occur. Of course, some of these practices will be
just as likely, or more likely, to occur when the intermediary’s
affiliates are engaged in closely related activities. To make any
sense of the activity restraints on affiliates, one must postulate a
legislative intent to curtail the possible extent of such practices:
financial conglomerates are basically to be outlawed, with excep-
tions for activities that may lead to vertical integration-type effi-
ciencies. Nevertheless, well-founded skepticism about the fre-
quency -and seriousness of the alleged antitrust dangers, as well
as the severity of existing antitrust doctrine, indicates that the
risk of such practices as tying arrangements does not call for
activity limits or for special antitrust regulation of conglomerate
systems containing financial intermediaries. Nor does it appear
that financial holding companies seriously increase concentration
or adversely affect competition; there is not even evidence of
realistic potential for a move toward a.system of a very few,
colossal, zaibatsu-like financial-industrial conglomerates. The
case for going beyond, or for weakening, appropriate general anti-
trust policies and procedures has not been made. .

On the other hand, holding company systems may threaten
the soundness of their member banks, savings and loan associa-
tions, or insurance companies. These institutions may be adverse- .
ly affected by a confusion in the public’s mind of them and their
affiliates, by fraudulent or unfair dealings with affiliates, and by
a propensity for management to cause higher dividends to be paid
by them or lower capital contributions to be made to them. The
first danger calls for prohibitions against similar names. The sec-
ond calls for a prohibition against dealings with affiliates (other
than dividends and capital contributions). But exemptions: could
be granted by an administrative agency when the applicants
clearly demonstrate that the proposed transaction will generate a
significant “self-dealing surplus” — it will be better than a fair,
or open-market, transaction — and that the intermediary will
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share significantly in it. Moreover, because the costs of the ex-
emption procedure might deter some worthy requests for exemp-
tion, the rules governing financial intermediaries’ own activities
should be liberal enough to assure that closely related or ancillary
activities which are most likely to generate self-dealing surplus
can be internalized — a result that would substantially eliminate
concern over unfair pricing or the provision of unnecessary or
inappropriate services to the intermediary business. The pre-
ferred response to the third danger is to permit administrators
of deposit insurance or insurance guaranty funds to charge pre-
miums that vary with the indicated riskiness of the insured in-
stitutions. Net worth measures, regardless of whether they are
affected mainly by dividends or by other factors, could be among
the variables relevant to setting premiums.

In contrast to these recommended measures, limiting affiliates
to lines of business that are closely related to the intermediary
business fails to deal seriously with dangers to the intermediary’s
soundness. Indeed, in some respects this approach is perverse.
By blithely permitting both externalization of ancillary activities
and interaffiliate dealings, it needlessly subjects intermediaries to
the possibility of harmful self-dealing. Such an expression of the
separation theme, founded on vague fears of gigantic financial-
industrial combines but oblivious to specific risks placed on inter-
mediaries, defeats itself. The better legal policy is to reflect the
true spirit of capitalism: stricter business ethics, but more busi-
ness freedom.
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The CrHAIRMAN. Thank you very much. Mr. Ellis.

STATEMENT OF INMAN P. ELLIS, PRESIDENT AND CHIEF EX-
ECUTIVE OFFICER, OPPENHEIMER INTERCONTINENTIAL COR-
PORATION

Mr. ELLis. Mr. Chairman, I apologize for not having a prepared
speech. I received a call about 10 a.m. yesterday asking me to come
up to Washington to appear before this committee. There was not
enough time. Running a small business such as ours, there was not
time for me to prepare a statement. I am presient and chief execu-
tive officer of Oppenheimer Intercontinental Corp. also known as
‘Opico. We have been in business for 34 years exporting agricultur-
al machinery and last year did business in excess of $13 million in
over 80 countries around the world on all 6 continents. We have 14
men stationed overseas and 26 employees in Mobile. We represent
approximately 40 U.S. manufacturers residing in 18 States around
the country. I am a director of the National Association of Export
Management Companies, a member of the region export council
and we are recipients of the President’s E Award.

Sitting and listening to the testimony of the previous people this
morning, it makes me feel as a nonentity in this real world of
Washington. My point being that there is already a well-estab-
lished group trading internationally but we do not go under the
name of the export trading companies. We are known as export
management companies. Many firms of our association are quite
large, much larger than ours.

I would like to submit a resolution (see exhibit A) of the NEXCO
boagd of directors of the June 17 meeting. If I may I would like to
read it. -

[Exhibit A follows:]

ExmiBIT A
Resorution oF NEXCO Boarp oF Direcrors—June 17, 1980

The board of directors of NEXCO, The National Association of Export Companies,
during their annual Board of Directors Meeting unanimously supported the follow-
ing resolution on behalf of the 150 members of their organization, which includes
Export Trading Companies and Export Management Companies throughout the
United States: :

“Be it resolved that NEXCO, through its Board of Directors, unanimously voted to
oppose passage of the so-called Export Trading Company Act of 1980.

While the bill recognizes the importance of Export Trading Companies, the
Export Trading Company Act of 1980 also provides for bank ownership of Export
Trading companies. NEXCO feels that this would have adverse effect on the indus-
try and on export in general and on the U.S. balance of trade. NEXCO feels that the
encouragement of Export Trading Companies and of an export expansion does not
require that banks be permitted to control Export Trading companies.

Instead, an Export Trading Company Act should have many other provisions for
the encouragement and development of Export Trading Companies, wgich the pres-
ent legislation lacks entirely.

Mr. ErLis. The board of directors of NEXCO, the National Associ-
ation of Exporting Management Companies during their annual
board of directors’ meeting unanimously supported the following
resolution on behalf of the 150 members of their organization
which includes export trading companies and export management
companies throughout the United States:

Be it resolved that NEXCO through its board of directors unanimously voted to
oppose passage of the socalled Export Trading Company Act of 1980. While the bill



263

recognizes the importance of export trading companies, the Export Trading Compa-
ny Act of 1980 also provides for bank ownership of export trading companies.
NEXCO feels that this would have adverse effect on the industry and on export in
general and on the U.S. balance of trade. NEXCO feels that the encouragement of
export trading companies and of an export expansion does not require the banks be
permitted to control export trading companies. Instead, an export trading company
act should have many other provisions for the encouragement and development of
the export trading companies which the present legisiation lacks entirely.

CONVINCING THE AMERICAN MANUFACTURER

That is from the board of NEXCO. We are already working
around the country with organizations that are well established.
We have been successful. I can quote to you, for example, that the
position that I face in our problem is it is not so difficult to sell the
U.S. product overseas as it is to sell the U.S. manufacturer convic-
ing him that he should export then we do in selling his products
overseas, which is in our case the product that has made the
American farmer the most efficient farmer in the world. Farm
equipment dealers want the products that we sell but it is convine-
ing the American manufacturer that we should have a fair share of
their production output that is the real problem.

I cite as an example, the 1973-74 period when agricultural ma-
chinery was very much in demand. Some of our manufacturers did
not even want our people to come to their sales meetings because
they did not wish their domestic distributors to see they were
exporting their products. This is the attitude of some of the U.S.
manufacturers; that they do not realize the importance of export-
ing. My feeling is that we should have legislation that will help us
export and whether it be EMC or ETC’s or whatever it be, that we
have something that will give us the help that is needed.

I would like to submit to the committee a letter that was written
to a member of the export expansion committee of the Bankers
Association for Foreign Trade at its annual meeting held in Hawaii
in early May of this year (see exhibit B).

We favor anything that Congress can do to help us increase
exports. I feel that not having a prepared statement, I would like
to cut my remarks short at this time and be prepared to answer
any questions.

ClThke CHAIRMAN. Thank you. Let met start with Professor
ark—-

Mr. Eruis. Oh, I beg your pardon. I would like to ask if you
would allow Mr. Joe Ducat, president of Brewster, Leeds & Co., to
also make a statement. He accompanied me on this.

The CHAIRMAN. Very good. Do you have a short statement you
would like to make? .

STATEMENT OF J. B. DUCAT, PRESIDENT, BREWSTER, LEEDS &
CO., INC.

Mr. Ducart. Very short. I also apologize. I did not prepare myself
for the trip. It is less than 24 hours that I learned I am supposed to
come here. I would like to hand out to you a statement which I
have made on May 22 before a House of Representatives commit-
tee. I am 35% years with Brewster, Leeds. We are exporters of food
products. We do business in 84 markets. We represent 72 American
manufacturers. | am totally opposed that banks should participate
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in the export business to any degree and to any percentage. Amer-
ica has lots of talents to do export properly. We need help. We need
help from the banks. We need help from Congress. We need help
from anyone in this country who should understand how important
export could be to this country. Banks particularly have been lame,
have not helped us, have been slow in financial support. I just
would like to give one example. That will be the end of my testi-
mony. :

BANKS SLOW IN FINANCIAL SUPPORT

If an American exporter gets a letter of credit, say, for $100,000
from a foreign buyer, and their firm, say, has only $5,000 capital,
and the deal is absolutely clean and clear, and the exporter goes to
the bank and submits this letter of credit to the bank and says
please help me to pay the manufacturer because he does not give
me any credit, the bank is going to ask him for a statement and is

oing to help him financially to the extent of his value, which is

5,000. Now convert this situation, let us say, to Holland. A Dutch
exporter gets a $100,000 letter of credit. He has only $1,000 capital.
He goes to the bank. The bank will give him at once at least the 90
percent it will cost, the $90,000. They may even given him some
- out of the $10,000 profit he makes. Banks in America do not help
the exporter beyond his own financial value. It could change our
situation drastically if banks would be helpful. ,

As I finish my statement on May 22, I would say let the banks
for the next 5 to 10 years go and help the exporter and then let us
review all the applications which they have made to become part of
the exporter. Their performance has not justified that they should
become partners in the American export field. Thank you. .

(Exhibit B referred to earlier by Mr. Ellis follows:]
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April 29, 1980

Mr. H.R. Vermilye, Vice President
Birmingham Trust National Bank ) C p
P.0. Box 2554
Birmingham, Alabama 35290

Dear Terry:

I was pleased to talk with you on the telephone today regarding the
forthcoming meeting of the Export Expansion Committee of the Bankers
Asgociation for Foreign Trade and am pleased to furnish my thoughts on
the proposed legislation currently before Congress having to do with the
export trading companies.

Firstly, 1 favor anything that our Congress can do to help us increase
exports. .

An increase in exports for our country is of the upmost importance to

its national economic well-being and if this legislation can accomplish

that then it is very worthwhile. There certainly is d*need for more
companles speclalizing in exporting of American products. The figures as
quoted by our Department of Commerce that only one in ten U.S. manufacturing
firms are now exporting, is quite shocking.

The American product, whether it be agricultural machinery, agricultural
products, industrial or consumer goods, is very much in demand overseas
and generally far exceeds the quality available from other nations.

Most any discussion of the export trading companies brings fortk a

comparison with the successes that the Japanese have had with their

very large trading companies. Certainly I would not be in favor of our

federal government or any state agency, as such, attempting to copy the Japanese
trading companies. The Yankee Trader first took U.S. goods to the world and

we are capable without banks as competitors but as partners in their

traditional banking role.

N 7
I have seen nothing in writing but I understand that Senator Adlai Stevenson -
in his bill S.2379 as introduced in Congress does specify that any benefits 7
that would apply to "export trading companies' would also accrue to existing
export management companies. This certainly is a must.

Although Secretary of Commerce Klutznick pointed out in recent Congressional
testimony that there are some 700 to 800 export management companies
throughout this country and that these firms are mostly small, typically
lacking the resources to offer a full range of export services, I do not
think that this description can be applied to every export management company.

«Exporters of Agricultural Equipment since 1946»
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TO:

Mr. H.R. Vermilye PAGE _o.

Certainly there are some fitting this category but at the same time
there are a number of fairly substantial size EMC's measuring their sales
in over $§50,000,000 per annum,

The second bill that is before the Senate is S.864 (as introduced by
Senator John Danforth of Missouri) applying itself more to the anti-trust
laws for export activities. This is a must and again like the Stevenson
bill, should also apply to export management companies.

Attached to this letter is a photocopy of the Business America, April
21st article on Expanding the Role of Export Trading Companies which I
feel should be a part of this letter.

The export Trading Company Act mentions bank participation, Eximbank's
role, DISC and Sub Chapter S tax provisions as well as anti-trust immunity.
I would add to these a very strong plea for our Congress to reconsider

the recent anti-boycott legislation that has severely hampered our
nation's export of its products to the Middle East Countries.

I know of no U.S. firm regularly dealing in the Middle East which has
not said at one time or another that if they did not have to wear the
shackles of that legislative restriction, and often times harrassment,
they could substantially increase their annual sales and therefore U.S.
exports. .
I do not feel that U.S. commercial banks should participate directly in
export trading companies by making investments in these companies.
Although this is done by some foreign countries it is my personal belief
that the U.S. is better served to let the export management companies or
export trading companies expand as separate entities with the help of
the banks.

With very best regards,
Sincerely,

QPICO

Inman P. Ellis
President
IPE/ksd

Article from Business America is printed at p. 361 of this volume.
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The CaairMaN. Thank you very much.

I would like to ask Professor Clark about a statement you made.
In your proposed testimony you said, and I quote:

* * * two concerns about the bill appear to me to be misplaced. The first is the
notion that bank ownership of noncontrolling stock interests in export trading
companies may be tolerable, but controlling interests are beyond the pale. I am
baffled by this distinction, for I do not see a clear connection between it and the
likely degree of risk to bank soundness.

You were here when Governor Wallich testified. He was very
explicit in saying why this was a problem. I will quote what he said
and I would like your reaction to it.

He said: :

Where an ownership interest is 20 percent or more, the accepted standards of
accounting normally call for a bank (or any company) to include on its balance
sheet and income statement its proportional share of the net assets and earnings of
a company. Experience in international banking has generally shown that where
bank ownership in a foreign company permits the use of equity accounting, the
bank frequently tends to become involved in management aspects of the business
and to be identified with the company in the eyes of the financial community.
Where such identification exists, a bank may find it necessary to stand behind all of
the liabilities of a company in case of financial difficulties, in order to preserve the
bank’s standing in international financial markets. In the case of companies that
are highly leveraged, a bank’s potential loss could well be much larger than the
original investment.

He indicated reference to REIT’s and so forth and the sad experi-
ence we had with them. Why isn’t that answer by Governor Wal-
lich a good reason why ownership as compared to, say, a 20 percent
limitation makes sense?

IGNORE LEGAL LIMITS

Mr. CLArk. I think it is defective for several reasons. First of all,
it ignores the possibility of legal limits on the bank’s involvement
despite what they might dare to do in order to run the risk of
preventing——

The CHAIRMAN. But the legal limits you refer to were the limits
on the bank’s own capital surplus. Under the bill, however, the
bank would be unable to take an ownership interest which, as he
points out, are more than 20 percent, which would require an
entirely different accountability.

Mr. Cragrk. The bank could never by any combination of exten-
sions of credit, which in my opinion would include guarantees, plus
equity investments, have more than an exposure of 10 percent of
its consolidated capital and surplus.

The CHAIRMAN. Of its own capital and surplus.

Mr. Cragrk. Yes, that is right. So you have an absolutely me-
chanical limit. You could also——

The CHAIRMAN. In the first place you leverage it. It might have,
as he points out, you might have only a 5- or 10-percent interest as
far as your own capital is concerned, but that involvement, because
the company may be much larger than that and the implicit liabili-
gy nll{ay be much greater, could be very much more serious for the

ank.

Mr. Crark. I do not see how that happens. Does the bank get
sue;i if i\:,)s stock goes down to zero value and it cannot collect under
its loans?
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The CuairMAN. He says where such identification exists, the
bank may find it necessary to stand behind all the liabilities of the
company.
hMr. CLARK. But not if legally prohibited from standing behind
them.

The CHAIRMAN. We have case after case where it was so. They
did that in the case of the REIT. That is why they got into trouble.

Mr. CLARK. And did not have controlling equity interest in them.

The CHAIRMAN. If they did they would have gotten in more
trouble.

Mr. Crark. I doubt it. I think the causes of the REIT collapse
have little to do with bank involvement. I have a scholarly account
of the REIT collapse here which I would give to anybody who
wants to read it.

[The article referred to is reprinted at page 326 of this publica-
tion.]

The CHAIRMAN. I am told they did control the REIT's.
hMr. CrArk. They were not affiliated through stockholdings with
them.

The CrairMAN. The advisers controlled the REIT’s.

Mr. CrLark. That is true.

ANTICOMPETITIVENESS

The CHAIRMAN. Mr. Finley, you have indicated in your testimony
that one of the reasons for the United States lack of market share
is the anticompetitiveness of the market.

Mr. FinveY. That is correct. )

The CHarMAN. What typé of positive action by Congress is nec-
essary to facilitate bringing the goods of the agricultural sector and
small- or medium-sized business into the export market? What do
you think we can do positive to improve exports?

Mr. FinpLEY. One of the things that would certainly help export
would be to abolish Webb-Pomerene. We are talking about expand-
ing it. We should talk about abolishing it.

The CHAIRMAN. How would that help increase our exports?

Mr. FiNLEY. There are a number of Webb-Pomerene associations
that restrict exports, claiming in their statements to FTC that they
are to expand them. Actually, what they are doing is dominating
domestic markets and export markets and depending on the price
they can obtain in the foreign market—

The CHAIRMAN. In your experience, they fix prices so competitors
would come into this at a lower price and could win export con-
tracts aren’t able to do so.

Mr. FiNnLey. That is correct. This state of affairs brought in
competition, for example, in sulfur in Mexico. Years ago, we had
Sulphur Export Corp., a Webb-Pomerene association, which at that
time dominated the market. But because it provided an umbrella-
like protection for the world market, Mexico was able to enter and
now Mexico and others are formidable competitors.

We have the same situation in phosphates. There is a long histo-
ry of phosphatic exports wherein they were dominated by Webb-
Pomerene associations and these provide an umbrella for foreign
competition to enter world markets.
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They were not competing against cartels. They were actually
protecting the market so other cartels could function with them,
but they would not let us—U.S.—exporters compete against them.

The CHAIRMAN. How do you meet the argument that the coun-
tries that have done very well in the export area have a higher
concentration and a more aggressive kind of direction, control, and
discipline than we have and they would go along the same lines
this bill would go? :

Mr. Fintey. Mr. Chairman, if you are referring to Japan, for .
example—-—

The CrarrMAN. That is the prime example. Other countries too.

Mr. FiNLEY. I will use that. Japan had the government, industry,
and labor combined into one and controlled centrally.

If our country is prepared to control centrally labor, capital, and
control it to the extent that Japan had been controlling it from,
say, 1948 through today, then we are talking about something else
oti{er than free enterprise.

Conversely, I would like to point out that today Japan is having
second thoughts on the subject of their machine and there is a lot
of talk about breaking up some of the combines in Japan. So
perhaps when we say today that we should imitate Japan, we are
running perhaps 30 years behind because they are thinking of
dismantling this machine. .

The CHAIRMAN. Do you know in Japan whether or not the banks
actually do control the trading companies?

Mr. FinLEY. To a large extent they do.

- The CHAIRMAN. Are you sure of that? We had information that
they do not.

Mr. FiNLEY. I say to some extent. I would like to explain that.
Trading companies in Japan represent a totally different picture to
the trading companies that are proposed here and to the trading
companies that are generally represented as being an export orga-
nization here in the States. The Japanese trading company is in-
volved in all phases of economic activity. It starts out from produc-
tion and goes through distribution, financing, et cetera. So if the
bank has a hold on a trading company, it probably has a hold on
the financing aspect of these various activities. But it does not have
a direct control over the activities of any trading company there.

To the extent that they lend the money for each and every
activity, to that extent they do exercise a certain amount of control
and it could be quite substantial.

The CHAIRMAN. Let me ask Mr. Ellis, it has been contended it is
necessary for banks to be involved in the export trading companies
as investors for the concept to fully succeed.

As an experienced exporter, and you certainly are, what is your
view of the necessary role for banks? Both you and Mr. Ducat
indicated the banks could play an important, constructive role. I
am not completely clear in my mind as to precisely what you think
they should do. Could you tell us?

RESTRICTIVE LAWS HAMPER EXPORT EFFORTS

Mr. ELLis. Perhaps I should answer this very carefully since I
have two bankers on my board. We work very closely with the
banks, both in New York and our local banks in Mobile. Banks can

66~-942 0 - 80 - 18
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play a far more important role and a more meaningful role if they
did not have the restrictive laws that are hampering our export
efforts and if they had the support of—for example, the FCIA,
Exim and more funds made available to back up our sales.

Banks can provide services but I do not know where the banks
could get the expertise that we EMC’s, for example, have today. It
would just take years to formulate these new trading companies
and get the people trained to be effective. Trained people we al-
ready have we are hampered by ineffective export policies of our
Government and a lack of desire to export by American manufac-
turers.

The CrAIRMAN. Mr. Ducat gave us a fine example with the letter
of credit instance of how the banks could be more reasonable.
Would not the banks be more likely to be involved that way if they
had ownership, if they had that kind of equity and protection that
equity might give them?

Mr. Ducar. It is my experience that New York banks have
hardly any knowledge at all of what goes on in the export business.

In my last statement on May 22, I said when I listened to this
3%-hour meeting, I wondered whether all the gentlemen, particu-
larly those representing banks, but also the panel, House of Repre-
sentatives, if they ever looked up in an American Anglo dictionary
and saw the name export there, we are talking constantly about
export trading companies as if we were inventing something new.

America has not known anything else, but we just speak about
manufacturers and banks. Now we are creating export trading
companies. We have thousands of skilled exporters here in Amer-
ica—exporting management companies. If you speak to most of
them, and I would say for myself I have no complaint about my
bank. They have been great to me for 35 years. But if you speak to
most of the bankers—I am sorry, most of the exporters—you will
find that their support from their banks financially or technically
is unsavory.

The CHAIRMAN. My time is up. If you would permit Mr. Ellis to
respond? Go ahead:

Mr. Eiwuss. I can cite a recent example where we were trying to
secure a letter of credit as a performance guarantee for a Middle
East bid. The banks’ inability and refusal to provide this letter of
credit against our existing line of credit prevented us from bid-
ding—as in the case of one bank coming to us and saying: “We will
not give you money or letters of credit for guarantees except
against your certificates-of-deposit that are held by the bank.” I
think this sort of thing is where the banks fall short and could be
of a great deal more service than they are.

The CHAIRMAN. Thank you. Senator Stevenson.

Senator STEVENSON. One of the objectives of the legislation is to
get the bank to be more actively involved.

Professor Clark, do you have any response to the arguments that
the bill is anticompetitive?

Mr. CLARK. Do you mean do I have any comments about the
proposed changes in the Webb-Pomerene Act? No; I don't feel
competent to judge on that.

Senator STEVENsON. Well, Mr. Chairman, I don’t want to prolong
this. We have a lengthy record on the Webb-Pomerene as well as
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the banking and other issues here. I would thank our witnesses for
their assistance. I would just point out in conclusion that the
opposition of which I am aware comes from organizations which
might experience more competition as a result of this legislation.
Thank you.
The CHairMAN. That is not true with the FDIC and Federal
Reserve. [Laughter.]

LAW WILL BENEFIT ETC AND EMC

Mr. ELLis. I wanted to ask a question. Will the benefits of this
new act, should it be made into law, accrue to the existing export
management companies? This is something that has bothered the
export management companies a great deal in this legislation.
Everywhere we see the ETC and all its benefits contained therein
going to them, but no mention of export management companies.

The CHAIRMAN. This is a question for Senator Stevenson. He
authored the bill. I am-sure the purpose of this is to stimulate our
exports and the great need we have in our country for additional
activity, additional jobs, additional economic opportunity for
strengthening our foreign trade position.

We are all very anxious to do that anyway we can. Certainly if
this has benefit for the banks or export companies or the manufac-
turers, that is fine. But our fundamental concern is the overall
national—I will let Senator Stevenson answer that.

Mr. Erus. I would appreciate it if he would.

Senator STEVENSON. The purpose—yes; you have to be principally
organized, but I would think most export managing companies
would be principally organized for export trading purposes.

Many of them do support this bill because they see some real
benefits in it for them. Some of those benefits are very much in
line with your complaints, Mr. Ducat. They include EDA, SBA,
Exim, financing of accounts receivable and inventory held for
trade. One of the purposes of the financing is not just to make it
available through the government institutions, but to use them as
a way of getting the banks cooperatively involved to a larger extent
in financing trade. They work in part in cooperation with the
Eximbank, of course, now.

With this new authority, there will be new cooperative opportu-
nities for the banks to provide inventory, foreign accounts receiv-
able financing, et cetera. I offhand see no reason on earth why
typical export management companies would be prevented, and we
certainly can give them the benefits of this legislation.

If there is anything more we can do to make it clear, to make
sure it materializes in a way that benefits the kind of companies
you are involved in and represent, I would welcome the sugges-
tions.

Mr. FiNnLEY. The question was not addressed to me, but I can not
understand why—my instinct tells me that if this bill is passed,
small and medium management—export management companies,
small- and medium-sized exporters and even some of the big ones
will be wiped clean just like the corner grocery.

Semator STEVENSON. By competition?

Mr. FiNLEY. No; there is no competition. Not enough competition.
I am sorry that you feel that way. I am engaged in exports every
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day. What Mr. Ellis said is absolutely true. Our manufacturers do
not want to compete. This is why many of the manufacturers want
to band together with the banks so they could compete less. It is
the exporters that want to compete. I think that we should make
the distinction very clear. The manufacturers of America, by and
large, not every one, do not wish to compete. We have some very
fine companies such as Caterpillar which was mentioned here and
many others, but there are many others that do not wish to com-
pete. They want to think in terms of higher prices first and fore-
most.

Senator STEVENSON. 1 agree with the gentleman’s observation
about American business. But not your conclusion.

The CHAIRMAN. Gentlemen, I want to say your testimony was
very good. All morning we had good and helpful testimony. If we
had this a little earlier before the committee acted on the bill, we
might have had a better bill.

The committee will stand adjourned.

{Whereupon at 1 p.m. the hearing was adjourned.]

[Additional statements and data supplied for the record follows:]
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This is in response to the Committee's request for the views of
the Office of the Comptroller of the Currency on the "Export
Trading Company Act of 1980" (S. 2718). We welcome the
opportunity to comment on this legislative proposal. Our comments
are limited to those provisions which permit bank participation

in new export trading ventures.

’

S. 2718 is designed to promote the expansion of U.S. exports
through the formation and operation of export trading

companies ("ETCs") to facilitate the export of goods and services
on behalf of small- and medium-sized firms. The bill provides
for a significant role for U.S. banking organizations as an
important component of the promotion of exports by permitting

their investment in and ownership of ETCs.
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This Office supports the concept of export trading companies and
urges the enactment of this legislation. Our national interests
require the strengthening of U.S. competitiveness in world
markets. The proposed ETCs appear to be a viable means to
further that national objective. Various testimony on S. 2718
and similar bills has strongly advocated bank participation as an
esgsential element to successful trading company operations. ETCs
require the capital, Einancing,_financially-:elated services, and
marketing capacities which U.S. banking organizations can provide
through their national and international networks to small- and
medium-sized firms across the U.S. We believe that it is
necessary for a significant role to be taken by banks to assure

the success of ETC operations.

While the degree of future bank participation in ETCs, and the
forms that such participation may take, remain unclear at this
early conceptual stage of developing a U.S. model for trading
companies, we do anticipate a wide range of bank lending to and
investment in ETCs. This would reflect the diversity of probable
bank participants as well as the diversity of the local and
regional businesses which ETCs would serve. Permitting banks to
have equity interests in ETCs would be a long-term incentive for
them to establish the additional organizational framework
necessary for them to provide a complete range of services to

effectively promote exports of goods and services. A bank
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prudentially may require a controlling interest in an ETC in
which it becomes an active participant. For these reasons we do
not want to foreclose a bank's ability to acquire such an
interest. Accordingly, we support ownership of ETCs by banking
organizations if the reasonable supervisory safeguards in S. 2718

are enacted.

Equity participation by banks in ETCs would to a limitgd extent
breach the traditional policy of seéa:ating banking and commerce.
However, we believe that S. 2718 addresses the national interest
of export promotion in a way which preserves the safety and
soundness of the banking system. The Congress has previously
permitted limited bank participation in commercial activities
over the past Go‘yeats to accommodate particular national needs--

our current trade imbalances redquire similar legislative action..

A healthy and expanding export sector has become ingreasingly
esgential to a strong U.S. economy, the stability of our external
accounts, and our critical fight againat inflation. Exports
contribute significantly to U.S. employment, production and
growth; enable economies of scale which contribute to the
efficient use of resources and reduced prices; and provide a
constructive method for the payment for U.S. imports of essential
and desired commodities. U.S. industries must be able to compete

abroad if they are to maintain their ability to compete at home.
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The Commerce Department reports that only 10% of the 250,000 U.S.
manufacturing firms export their products and that total U.S.
exports account for the lowest percentage of gross national
product of any industrialized nation. Also, 95% of U.S. manufac-
turing firms are small- or medium-sized companies which employ
less than a thousand persons. These companies represent a small
share of exports, about 10-15% of total U.S. exports. Conversely,
most U.S. exports are the sales of a small number of U.S. firms.
Approximately 100 U.S. firms account for 50% of the total exports
62 U.S. manufacturers. The purpose of this bill is to strengthen
the international competitiveness of the U.3. by providing small-
and meéium—stzed U.S. firms increased opportunities to export.

At present, these firms face a number of structural obstacles and
disincentives to exporting which are difficult for the independent

£irm to overcome.

Flexible ETC Services

At the present time, small- and medium-sized U.S. firms have four
primary methods available by which they may export goods and
services. They may: sell directly to- foreign end-users; sell
through foreign agents or brokers; sell through U,.S. export
management companies; or, find a large U.S. multinational firm
that needs certain products for specific overseas activities.
These methods apparently have not provided U.S. firms with
adequate opportunities to export their goods and services. These

methods entail problems for small- or medium-sized firms which
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act as disincentives to exporting. Such practical barriers

include:

« Selling directly overseas ties up the current cash flow
of U.S. firms because of slower payment time than in the

domestic market.

« Foreign export agents or brokers often demand total product

control and extremely flexible pricing.

« The majority of export manﬁqemenc companies lack the
expertise to handle more than one or two specialized~
product lines. Most of these companies lack the
management and capital necessary to expand geographically

and to establish overseas sales offices.

+» Generally, large U.S. multinational firms do not directly

involve smaller firms in foreign trade.

Besides these difficulties, small- aﬁd medium-sized U.S firms
lack other necessary capgbilities and expertise such as
specialized knowledge of markets to match specific product
demands, funds for the development of a foreign market for their
particular products, adequate working capital, and adequate

financing for foreign purchasers of goods or services. These
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problems have substantially contributed to the lack of partigi-
pation of many small- and medium-sized U.S. f£irms in export

trade.

The export trﬁding companies would be an alternative to the
existing cumbersome export mechanisms and would encourage the
involvement of small- and medium~sized U.S. f£irms in export
trade. As demonstrated by the successful operation of export
trading companies in other countries, an export trading company
can develop and provide an integrated package of managerial and
financial se:vices.}o facilitate exports. Export trading
companies, through volume transactions, also permit economies of
scale to reduce the costs of expo:tin§ goods or services by U.S.

firms.

Export trading companies abroad have proved to be effective.

They act as more than intermediaries handling a broad spectéum of
products. Export trading companies not only function as a bridge
between suppliers and users of products but also provide many
other services essential to successful -exporting. ?or example,
an export trading company may offer expertise in financing,
credit services, market analysis, distribution channels,
documentation, leasing, communications, accounting, foreign
exchange and advertising. Essentially, an export trading company
reduces the requirements for special expertise and capital

investment of firms interested in exporting. U.S. businesses
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should not be deprived of the same advantages as those enjoyed by
foreign competitors through their access to such foreign ETC

exporting assistance.

The Role For Banks

U.S8. banking organizations should play a significant role in the
development of export trading companies. They can contribute
significantly to U.S. export capabilities in several ways.

First, banks have extensive national and international networks
cowprised of branches, subsidiaries, affiliates, representative
offices and correspondent relationships. These networks aot only
can provide essential marketing and other services abroad but,
more. importantly, these networks extend throughout the U.S.
touching virtually all small- and medium-sized firms. Second,
U.S. banks can provide through that network a wide range of
export-related financing as well as ancillary services, such as
assistance and guidance in the identification of foreign markets,
foreign exchange, trade documentation, transportation and
warehousing. Third, banks can provide export trading companies

and exporters the financing necessary far export transactions.

Major foreign banks which are involved in export trading companies
provide a convenient single-source service for exporters

abroad. U.S. banks, however, are not authorized under existing
laws to offer the complete range of services essential to

attracting small- and medium-sized U.S. firms into exporting
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their goods and services. Traditionally, the export promotion
efforts of U.S. banking organizations have been adjunct to
overall commercial lending because their operations have been
legally confined to those activities which are considered to be
closely related to the business of banking. U.S. banking
organizations have the systems, skills, and experience necessary
to provide one-stop export services to U.S. firms but need
broader authority to do so. S. 2718 would provide that authority

by permitting participation in ETCs by banking organizatioms.

U.S. bank investment in ETCs would facililitate achievement of
the underlying purposes of the proposed legislation. With equity
participations in ETCs, banks could readily package essential
one-stop exporting services which would greatly reduce the
expertise and overhead expenseé required of individual firms
seeking to sell abroad.

There are other reasons why S. 2718 properly permits U.S. banks
to invest in ETCs. First, the investment authorities contained
in 8. 2718 would increase the number of pogsible investors and
available capital to form ETCs. Second, banks with their
international offices, experience in trade Einanciné. and
familiarity with domestic U.S. producers, are likely sources of
leadership in forming ETCs. They possess many of the skills
important to ETC organization and management. Third, their

investment in ETCs would provide banking organizations with an
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incentive to create the long-term organizational framework
necessary to accommodate export promotion as a mainstream
function. Finally, by permitting U.S. banking organizations

to hold equity investments in ETCs, S§. 2718 would rationalize the
present system of authorities. U.S. banks are presently
permitted to be involved in foreign ETCs which can buy and sell
goods and services abroad. Foreign banks operating in the

United States may also own a foreign ETC which can export goods

to the United States.

We do not know, however, the degree and forms of participation
that U.S. banks may develop with ETCs. We also cannot forecast
whether banks would immediately begin to organize ETCs should
this bill be enacted. We are only working with a conceptual
model for BTCs at this time. Bowever, we anticipate that, should
the legislation be passed, U.S. banks over time would develop ETC’
relationships suited to the wide range of commercial transactions
generated by their own local and regional economies.. We are
confident that U.S. multinational banks would seize an; new
opportunities in this area. Moreover, multinational and regional
banks would also offer ETC facilities and participations to local

banks and firms through joint ventures.

We support the provisgions of S, 2718 which provide for U.S.
banking organizations to own a controlling interest in ETCs.

This Office generally prefers banks to have equity and management
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control over their affiliate relationships rather than have that
capital exposed to decisions by majority non-~bank partners. It
also is reasonable to expect banks to be more inclined to form

. ETCs if the banks can control their investment and the ETC's
activities. The unfavorable bank experiences during the early
1970's with less than controlling participations in REITs, foreign
banks and finance companies have led U.S. banks to adopt
investment strategies which generally avoid non-controlling

positions in affiliates.

We recognize that equity participation by U.S. banking organizations
in ETCs would represent an exception to traditional policy which
separates banking and commerce. However, we believe that the
proposed legislation is consistent with previocus exceptions

Congress has made in order to further necessary national

policies. Congress has permitted banks to own equity participations
in Edge Act Corporations, international financial or holding
companies, commercial corporations oriented towards national or
community purposes, and bank se;vicevand other banking related
entities. Similarly, we believe this bill: addresses the national
interest (of export promotion) in a way which preserves the

safety and soundness of U.S. banking system.

Supervisory Safequards

The proposed legislation contains several necessary supervisory

safequards regarding U.S. bank involvement in ETCs. First,
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S. 2718 addresses entry and aggregate investment limitations:
U.S..banks could not invest more than $10 million or acquire a
controlling interest in an ETC without prior agency approval; a
U.S. bank would not be permitted to invest more than 5% of its
capital and surplus in the stock of one or more ETCs; the
aggregate amount. of loans and investments a U.S. bank could make
in an ETC would be limited to 10% of the bank's capital funds;
and, no group of banks could acquire more than 50% of an BTC N
without prior agency approval, even if no one bank were to

acqui:e a controlling interest, and no bank were to invest $10

million or more.

Second, the legislation would also establish several other restrictions
on banking organization investors and ETCs. For example, the
name of an ETC could not be similar in any respect to that of an
banking organization investor. If an ETC takes speculative
positions in commodities, all banking organization investb:s
would be }equized to terminate their ownership interests. A
banking organization would be prohibited from making preferential
loans to any ETC in which it has any interest, or to any
customers of such an ETC. These limitations and restrictions
have been structured to provide minimal financial exposure by
banking organizations in ETCs and to prevent conflicts of

interest.
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Most importantly, S. 2718 provides substantial regulatory
flexibility to the federal financial supervisory agencies to
control investments by banking organizations in~ETCs. If an
agency determines that the anticipated exéo:t benefits of an
investment are outweighed by adverse banking factors, the agency
may disapprove an investment application submitted by a particular
bank. Controlling investments in ETCs by banking organizations
can otherwise be limited by (1) conditions imposed by the
agencies to limit a banking organization's financial exposure or
to pzeveht possible conflicts of interest or unsound banking
practices; and (2) standards set by the agencies regarding the.
taking of title to goods and inventory by the ETC subsidiary, to
ensure against unsafe or unsound practices that could adversely
affect a controlling banking organization. The agencies may
examine bank-controlled ETCs and may use their cease-and-desist
authority to enforce any and all requirements of the law. The
agencies may also require divestiture of any ETC investment that
would constitute a serious risk to a banking organization

investor.

These provisions adequately mitigate the supervisory concerns
which we expressed regarding earlier proposals as to the safety
and soundness of pazticiéating national banks. We do not feel,
therefore, that additional statutory restrictions--such as a
specific limit on the maximum interest a banking organization may

have in an ETC, or a minimum capital ratio for bank-owned ETCs--
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need be enacted. As you know, Edge Act Corporations (EACs) must )
now operate within a leveraging regulation which requires paid-in
capital and surplus to equal at least seven percent of an EAC's
consolidated risk assets. The administrative authority granted to
the federal Qgencies by S. 2718, in our opinion, will allow
similar requirements to be imposed upon bank~owned ETCS through
implementing regulations, with appropriate variations to take
account of different types of permissible ETC activities. ‘We
believe that such regulatory authority to fashion particular

limitations is preferable to a specific statutory provision.

While we support this legislation, we recommend that certain
amendments be adopted. First, the definition of “export trading
company® should be clarified to limit non-exporting activities by
.ETCS to conduct which facilitates U.S. exports, such as activities
necegsarily involved in international barter arrangements. The
bill, as presently drafted, defines an ETC as a company organized
and operated "principally” to export U.S. goods and services,
among other activities. This definition should be supplemented

by a requirement that all activities of an ETC be "related to"

international trade.

Second, the specific time limits for agency disposition of
investment applications should be extended. S. 2718 requires
agency action within 60 days of written notice from a banking

organization of its intention to make additional investments or to

66-942 0 ~ 80 - 19
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have an ETC undertake certain activities. §. 2718 would require
agency action within 90 days of notice from a banking organization
of its intention to make an investment of $10 million or more or
to acquire a controlling investment in an ETC. We suggest that
these time limits be extended to 90 days in the former case, 120
days in the latter. In either case, an agency's failure to
disapprove or. impose conditions on a proposed investment within
the appropriate time limit would result in the investment being
deemed approved. We believe that the additional 30 days will
allow the appropriate agencies to give more extensive considerations
to new investment or activity proposals. At a minimum, specific
statutory authority should be provided for the agencies to extend

the time period in appropriate cases.

We fully support the objectives of S. 2718--encouraging the
efficient provision of export trade services to U.S. producers and.
suppliers. The restrictions on bank involvement should adequately
protect depositors of banking organizations which choose to
participate in the management of ETCs. The limited opening of
this area of activity to banks will create a unique U.S. export
trading company system to allow more U.S. producers to benefit
from existing international marketing networks and trade financing

expertise.
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QFFICE 8F THE KXICUTIVE VICE PRESIDENT-ECONOMIST

July 24, 1980

Senator William Proxmire, Chairman

Senate Committee on Banking, Housing
and Urban Affairs

5241 Dirksen Senate Office Buildxng

Washingotn, D.C. 20515

Dear Senator Proxmire:

Re: S, 2718 - The Egport Trading Company Act of 1980

by the Confer-
above bill, this
concerns that
separation of

In accordance with your request for comments
ence of State Bank Supervisors. regardxng the
is to advise that the Conference shares your
this bill would violate the principle of the
banking and commerce, which concept has done much to prevent

an unhealthy concentration of economic power in this country.
Bank eguity in nonbanking enterprises, like government eguity,
is the worst type of contrived credit allocation.

While we are supportive of the stated objective to increase
U.S. exports, we believe that to permit banks to hold a
controlling equity interest in export trading companies
would raise serious regulatory problems of the type which
the Federal Reserve Board and the FDIC have spelled out

in communications on this bill.

The worthy goal of increased exports can be achieved more
effectively by reducing gove:nment-related burdens on pro-
ducers of goods and services which might be sold abroad.

High taxes, government-fed inflation, consequent high inter-
est rates, government-sponsored labor monopoly, related

high labor costs and direct control adversary-type govern-
ment regulations, all merit attention ahead of another
government program--particularly one which has all the ingred-
ients of more, not less, regulatory burdens. The Export
Trading Company Act of 1980 inevitably would take on more

of the characteristics of high government costs and a bureau-
cratic power structure than of export expansion.

1015 EIGHTEENTH STREET, N.W. « WASHINGTON, D.C. 20036 « {202) 296-2840



288

Seénatz: William Proxmire, Ch::irman
July <3, 19806
Page: Two

A
Finally, representing the primary chartering and regulatory
souzrce for state-chartered commercial banks, the Conference
must express its strong objection to those provisions in
S. 2718 ‘which would permit state-chartered commercial banks
to take equity positions in business enterprises in violation
of state banking codes banning such action. This proposed
action would constitute a serious preemption of state author-
ity to determine the operating powers of banks which they
charter. and supervise. Certainly in the absence of some
overriding national policy considerations, which we do
not perceive here, CSBS must object to those statutory pro-
visions in S. 2718 which would enlarge state~chartered
banks' powers beyond those which a state authorizes for
its institutions.

Sincerely,

Lawéence E. Kreider >

Executive Vice President-
Economist

/lsg
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Calendar No. 785

96re Conaress SENATE _ {
2d Session

No. 96-786

EXPORT TRADING COMPANIES, TRADE ASSOCIATIONS,
AND TRADE SERVICES

May 15 (legislative day, JANUARY 3, 1880).—Ordered to be printed

Mr. Srevexson (for himself and Messrs. Hrinz, Bextsen, Rorm,
GLENN, ScuMriTT, MELCHER, TsoNGAS, LuaAR, STEWART, and JAvrrs),

- from the Committee on Banking, Housing, and Urban Affairs, sub-
mitted the following ‘ - . \

 REPORT

together with
ADDITIONAL VIEWS

[To accompany 8. 2718)

The Committes on Banking, Housing, and Urban Affairs, to which
was referred the bill (S. 2718) to encourage exports by facilitating
the formation and operation of export trading companies, export trade
associations, and the expansion of export trade services generally, hav-
ing considered the same, reports favorably thereon and recommends
that the bill do pass. ' '

History oF THE LEeisLaTion

.

. The concept of leglslation to encourage the formation of U.S. trad-
ing companies was discussed at hearings on U.S. export policy held in
ea“l!'lljy;L 1978 by the Subcommittee on International Finance (see, in par-
ticular, parts 3, 6, 7, and 8 of those hearings). The Subcommittee’s
Teport on the need for a U.S. export policy, 1ssued in March 1979, in-
cluded a recommendation that U.S. export trading companies be estab-
lished to expand exports of the products of smaller U.S, producers and
that the Webb-Pomerene Act be revised to clarify antitrust treatment
of export activity.
S. 1663, the Export Trading Company Act of 1979, was introduced
Senator Stevenson on August 2, 1979, and referred jointly to the
mmittees on Banking, Housing, and Urban Affairs and Finance.
Hearings were held on the bill before the Subcommittee on Interna-
tional Finance on September 17 and 18, 1979. Also considered during
the hearings were three bills to amend the Webb-Pomerene Export
Trade Act of 1918 concerning export trade associations: S. 864, the

1)
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Export Trade Association Act of 1979, introduced by Senators Dan-
forth, Bentsen, Chafee, Javits and Mathias on April 4, 1979; S, 1499,
the Export Trade Activities Act, introduced by Senator Roth on July
12, 1979; and S. 1744, introduced on September 13, 1979, by Senator
Stevenson for Senator Inouye, '

The Subcommittee received testimony from Luther H. Hodges, Jr.,
Under Secretary of Commerce ; C. Fred Bergsten, Assistant Secretary
of the Treasury for International Affairs; Ky P. Ewing, Deputy As-
gistant Attorney General in the Antitrust Division of the Justice De-
partment ; Daniel Schwartz, Deputy Director of the Bureau of Compe-
tition of the Federal Trade Commission ; Senators Danforth, Bentsen,
Chafee, Mathias and Javits; and a number of other witnesses. The tes-
timony ranged across all the issues raised in the bills: antitrust treat-
ment of trade associations and trading companies, tax treatment of
export trading companies, Federal assistance for start-up costs and fi-
nancial leverage of export trading companies, and bank ownership of
export trading companies, -

A pew bill, S. 2379, the Export Trading Company Act of 1380, was .
introduced on March 4, 1980, by Senators Stevenson, Heinz, Javits,
Bentsen and Glenn. The bill contained revised versions of each of the
basic provisions of S. 1663. On February 26, 1980, Senators Danforth,
Bentsen, Chafee, Mathias and Javits introduced a revised version of
the'ér ls%zslation to reform the Webb-Pomerene Act: Amendment 1674
to S.

Hearings were held on the revised legislative proposals on March
17 and 18, and April 3, 1980. Testimony was received from Secretary
of Commerce Philip Klutznick, s on behalf of the Adminis-
tration and accompanied by Assistant Secretary of the Treasury C.
Fred Bergsten, Deputy U.S. Trade Representative Robert Hormats,
and Assistant éecretary of State for Economic Affairs Deane Hinton;
Deputy Assistant Secretary of State Erland Heginbotham (who ap-
. peared in his individual capacity as an expert on Asian trade) ; Gov-
ernor Henry Wallich ofthe Board of Governors of the Federal Reserve
System, (who was unable to appear in person due to foreign travel
commitments) : W. Paul Cooper, President of Acme-Cleveland Cor-
poration and representing the National Machine Tool Builders Asso-
cistion; J. D. Minutilli, C'?Pmsident of Commercial Credit Company;
Ted D. Taubeneck. President of Rockwell International Trading Com-
pany and representing the Chiamber of Commerce of the United States;
E. Anthony Newton, Senior Vica President of Philadelphia National
Bank: James B. Sommers. President, the Bankers Association for
Foreign Trade and Executive Vice President of North Carolina Na-
tional Bank. Lawrence A. Fox, Vice President of the National Asso-
ciation of Manufacturers; Jerry L. Hester, President of International
Trade Operations, Inc.; Robert L. McNeill, Executive Vice Chairman
of the Emergency Committee for American Trade; John R. Liebman,
General Counsel of the Export Managers Association of California,
Ine.; Ruth Schueler, President of Schueler and Company, Inc., repre-
senting the Subcommittee on Export Promotion of the President’s Ex-

rt Council: and Thomas M. Rees, representing the Task Force on
gtemntional Trade of the White House Conference on Small Business.

The full Committee marked up a Committee print on May 12. 1980,
which contained revised versions of S. 2379 and Amendment 1674 to S.
864. and agreed to report favorably an original Committee bill.
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Punrose or THE LEGISLATION -

The purpose of the legislation is to improve U.S. export performance
by fa.cﬁitam the creation of U.S. exgort trading companies which
could perform export services for tens of thousands of small and me-
dium-sized American producers. Despite the success of trading com-
panies as “export middlemen” for European, Japanese, and Korean
producers, such companies have been slow to develop in the U.S. due

.to deterrents presented by banking tions, antitrust uncertainties,
and the traditional insularity of the U.S. market. This legisiation mod-
ifies provisions of existing law which have acted to discourage the
establishment or expansion of export trading companies, and offers
modest incentives to the development of such companies.

The bill would provids for certification of antitrust exemption for
specified export trade activities of such companies and of export trade
associations; afford tax and financing incentives to encourage forma-
tion and growth of export trading com&anies, including ing ex-
gort management companies; direct the Export-Import- B to

evelop an Improved guarantes program to support. commercial loans
to U.S. exporters; require the Secretary of Commerce to provide in-
formation to U.S. producers regarding export mdin%::gpanies and
other firms offering rt trade services; and permit and bank-
ing institutions to limited investments n export trading com-
panies. The legislation is intended to lay the basis for a significant
expansion of export services and, thereby, U.S. exports. -

NEED FOR THR Immqr

This legislation is necessary to encourage the formation of
trading companies and export trade associations designed to li
tential T.S. rters with overseas markets, The Department of
erce and others have estimated up to 20,000 U.S. manufacturers
and agricultural producers offer and services which could be
highly competitive abroad. Yet small size and inexperience of
these firms leave them ill-equipped to absorb the front-end costs and
risks involved in developing overseas markets. .
Greater efforts to encourage and assist U.S. producers to export di-
rectly are desirable, but for most producers the marginal costs of de-
volo%ing fully their export opportunities abroad will prove prohibi-
tive, Export expansion on the scale required to offset U.S. trade deficits
will depend on the develo%men't of intermediaries, including export
trading companies, which, by diversifying trade risk and developing
economies of scale in marketing, ﬁnmmmd other export trade
services, can do the exporting for large numbers of U.S. producers.
Although a variety of existing enterprises do provide export services
to U.S. producers—freight forwarders, brokers, shippers, insurance
companies, comercial baunks, export management companies, advertis-
ing m trade lawyers, foreign purchasing agents, and others—most
fulfill only one or a few of the many functions required to engage in
export trade. In constrast, most European countries, as well as Japan
and Kores, sophisticated, large-scale general purpose trading
companies which perform the full range of requisite functions for po-
tential exporters; the success of such companies has contributed signif-
icantly to the export earnings of all of our major trade competitors.
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Despite the similar success of foreign-owned export trading com-
Banies opersting in the UT.S. over the few years, the growth of

.8.-owned export trading companies has been slow, except in a few
secli::for&sg.nhasgminandmwmaterialstmde. 4 ‘ :

: export trading companies are a sound businees proposition,
why have not the working of &e marketplace and American enterpre-
neurshigagmduced such companies already{ First, the U.S. domestic
market has been much larger and more prosperous than foreign mar-
kets—until recently. Belatedly U.S. companies are beF.nmng to see the
greater growth possibilities in foreign markets, but foreign producers
are already well organized for exporting and can offer quality products
. at competitive prices. Second, many foreign markets have been hrgi
closed to U.S. exporters. China is an extreme example, but Japan and-
other countries have maintained high tariff walls and nontrariff bar-
riers to imports almoet as effective as the isolation of China. Due to the
recently concluded Multilateral Trade Agreements in GATT and
persistent U.S. bilateral efforts, trade barriers are being reduced. For-
eign mmm;zors, however, with a longer history of aggressive Tt~
ing, are r poised to seize these new market opportunities; U.S,
negoﬁaﬁ.%g successes may only be opening markets for our competitors.
Finally, U.S. laws ﬁd ions, as well as traditionr:;.l business and
banking practi ve cooperative export trading com-
&tﬁt‘ﬁqs, axport associations, or bank participation in export trade

vity. .

Legislation is needed to remove these deterrents and to encourage
the formation and growth of general purpose export trading companies
by means of tax and financing incentives. Rapid formation of export

ing companies on & scale sufficient to affect overall U.S. export
levels will require the involvement of banks and major corporations,
whoss financial resources, international marketing networks and trade
financing experience position them well to play a major role in the
establishment of rt trading companies. This legislation is needed
to enable banks and banking institutions to make limited investments
in export trading companies, subject to prior approval and conditions
imposed by Federal bank regulatory agencies for all controlling
investments.

The bill also provides for revision of the Webb-Pomerene Act of
1918 to clarify the antitrust provisions applicable to export trade asso-
ciations and to provide a certification procedure enabling export trad- .
ing companies and other such associations to receive antitrust clear-
ance for specified export trade activities. The lack of clear cut antitrust
immunity provided exporters by the 1918 legislation and the exclusion
of services from its coverage has severely limited the statute’s effect on

rts. Under-the review procedures established by the present legis-
lation any U.S. company may determine in advance exactly which ex- _
rt trade activities would be immune from antitrust suit and organize
1ts operations accordingly. "

In order to encourage the direct involvement of smaller exporters
in the formation of export trading companies, the legislation urges the
Economic Development Administration and the Small Business Ad-
ministration to give special attention to the financng needs of small
and medium-sized concerns interested in exploring Tt opportu-
nities in this manner. It anthorizes an additional $20 ion per year
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in fiscal years 1981 through 1985 to EDA. and SBA. to support loans or
guarantees for thess purposes. .

This legislation would also improve the financial leverage of export
trading companies. It directs the EXTM Bank to establish an ex-
panded guarantee program for commercial credits secured by export
accounts receivable or inventory held for exportation, if the Board
of Directors of the Bank determines the private credit markst is inade-
quate and EXIM guarantees would facilitate exports which would
not otherwise occar.

The bill would direct the Secretary of Commerce to promote actively
the formation of export trading companies and the glssemma ination of
information about related export opportunities, - E

Finally, the legislation would extend the tax deferral available
under the DISC (Domestic International Sales Corporation) provi-
sions of the tax code to all export trading company income, derived
from exports handled or the provision of trade services. The use of
subpart S of the tax code, permitting certain passthroughs to share-
holders of closely held corporations, would be allowed for some export

companies. The Department of Commerce, with the assistance
of the International Revenue Service, is directed to prepare a guide to
help export trading companies form DISCs or elect subpart S tax

These provisions would remove the most serious deterrents to the
emergence of significant U.S. export trading companies. The legisla-
tion would foster competition by decreasing government regulation,
and would offer the potential for tly increased U.S. export com-
petitiveness with minimal direct Federal governmeht participation.

ExeraxaTioN oF THE Bou

TITLE J—EXPORT TRADING COMPANIES-
1. Definitions :

The bill defines an export trading company as a U.S. company “or-
ganized and operated principally for thep;:xlrposes of: (A) exporting
or services produced in the United States; and (B) facilitating
the exportation of goods and services produced in the United States
by unaffiliated persons by providing one or more export trade services.”
- The definition is intended to encompass most existing firms which offer
export trade services to U.S. producers to whom they are not affiliated,
while doing some exporting at their own risk. Many of these American
firms, called export management companies or trading companies, are
very small and have difficulty obtaining adequate financing to expand
their ogerations. Encouragement and assistance to such firms are

major objectives of the legislation.

e definition of an export tmd.in% company is meant to exclude
firms by any name which export solely the goods or services of the
company itself, its parent company or its subsidiaries, or other mem-
bers of the corporate family. Many major American corporations have
subsidiaries which may be called tradihg companies, but which in fact
export only the products of the corporate group. If such companies
wish to qualify as-export trading companies as defined in the bill, they
will need to do some exporting for, or provide trade services to, un-
affiliated persons (generelly, small and medium size U.S. firms). The
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bill does not establish minimum percentages for the proportion of ex-
port activity an export trading company must perform on behalf of
unaffiliated persons; instead, the Federal agencies with administrative
responsibilities related to the provisions of the bill are given flexibility
to interpret and apply the definitions as seems most appropriate to
further the pu of the Act.

Because another principal objective of the Act is to induce major
corporations with extensive exgort trade experience to offer exporti.uﬁ.
services to less experienced U.S. producers, it would be consistent wit.
the Act to expect export trading companies to develop a significant

rtion of their total business in the export of goods or services pro-

uced by unaffiliated I‘Persons, or in the provision of export trade serv-
ices to such persons. For example, a company claiming to be organized
and operated principally as an export tradinﬁlcompany within the
definition in.section 103(5) of the Act, but which over a reasonable
period of years received on the average less than 10 percent of its
gross sales or income through exporting goods for, or providing ex-
port services to, unaffiliated U.S. persons might be disqualified.

The bill also defines U.S. exports and establishes a presumption
that the principal business of a U.S. export trading company should
be U.S. exports. Export trade is defined to mean exports of goods
produced in the United States or services provided by U.S. citizens
or otherwise attributable to the United States. The bill requires that
at least 50 percent of the value of such goods or services must be of
U.S. origin in order for the goods and services to be considered U.S.
exports for purposes of the Act. Fifty percent was chosen because
it 18 the existing standard in the Internal Revenue Code for eligible
“exFort receipts” of Domestic International Sales Corporations
(DISCs). Setting a higher minimum threshold for U.S. content
would not only create the legal anomaly that a sale could be an “ex-
port” for DISC purposes but not for meeting the definition of an
export trading company, but could also unreasonably restrict the
trade possibilities for companies seeking to qualify as export trading
companies.

Section 103(5) defines an export trading company as one engaged
“grinci ally” in export trade, both on its own behalf and on behalf
of unaffiliated persons. Thus, the presumption is established that on
the average at least one-half the company’s total business—which
may include some domestic trade, some import trade and some “third-
glart ” international trade wholly outside U.S. commerce—will be

irectly related to U.S. exports which must contain at least 50 per-
cent value attributable to the U.S. If the company exports a product
with 49 percent of the value added in the U.S., for example, the
export sale counts as part of the “other” business of the company.
not as part of its export business. Furthermore, successful trading:
companies must develop two- and three-way trade in order to reduce
foreign exchange risk and maintain good relations with foreign
customers. The presumption established in the Act will not be an easy
one for trading companies to meet, but it does insure that “export
trading companies” as defined in the Act will be principally and
substantially engaged in exports of goods and services produced
primarily by Americans.

The term “export trade services” is defined in section 103(4) of the
Act to include a broad range of services provided in order to facili-
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tate the export of goods or servieestﬁroduced in the United States.
While the Act’s purpose is to enable the performance by export trad-
ing companies of 8 wide range of services to d U.S. rts,
including rtation and forwarding, the bill is not intended to -
repeal or amend the provisions of the ShippmﬁeAet of 1916 (46 U.S.C.
800 et seq.), which govern the licensing of independent ocean freight
forwarders. Export trading companies wishing to render forwarding
services may do so upon qualifying for, and receiving, a license under
that Act. T
2. Promotion by Secretary of Commerce -
The bill directs the Secretary of Commerce to promote and en-
_courage the formation and operation of export trading companies
by if;roviding information and advice to interested persons and by
facilitating contact between producers of rtable goods and serv-
ices and firms offering export trade services. The provision is intended
to lead to a better two-way referral system by the Department of
Commerce. The Department has an established role in assxstmf com-
panies interested in learning how to export and in acquiring foreign
market information, but in many cases a more effective approach may
be to put companies in contact with export trading companies or other
private enterprises which can either provide export assistance or do
the actual exporting. Conversely, as part of the Department’s responsi-
bility to promote export trading companies, it should help such com-
anies and others providing export trade services to locate and contact
J.S. producers of exportable goods and services, It is the Committes’s
view that the Commerce Department should be more responsive than
it has been in the past to the needs of export management companies
alqd international trade consultants to make contact with potential
clients.

3. Ownership by Banks .

This legislation seeks to stimulate s form of business activity in
the United States which has been neglected by major corporations and
investors and has consequently been deprived of significant financial
resources, as the history of U.S. export management conrplpanies clearly
demonstrates. In an economy which has been primarily oriented to
the domestic’ market, it is not obvious where the investment and
entreneurship can be found to establish export tmdigﬂt_:ompanies on
an economical scale, and one which can also make a difference in the
U.S. trade accounts. This legislation attempts to stimulate initiative
from at least three possible sources: (1) accelerated intarnal growth
by existing U.S. export management or export trading companies;
(2) formation of independent export trading companies fostered by
major cor%omtions with international trade experience; and (3) in-
vestments by U.S. banking institutions in new or existing export trad-
m%compa.mes. . . . . .

anks with international offices, experience in trade financing, busi-
ness contacts abroad, international marketing knowledge, and fami-
liarity with domestic U.S. producers are the most likely source of
leadership in forming export trading companies. Their skills which
are important to the organization and management of trading com-
panies. A number of large non-Japanese trading companies are owned
by banks in Europe. For exami)le, Hongkong and Shanghai Banking
Corp. owns a 33 percent controlling interest in Hutchinson Whampoa
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Limited ; Midland Bank Limited owns controlling interests in at least

three ing companies; Barclay’s Bank International owns 24.5 per-

cent of Tozer, Kernsley and Millbourn ; Credit Lyonnais owns 80 per-

éo?t of Essor PME; and Banco de Brazil owns 100 percent of g:ke
mpany.,

The potential contribution of U.S. banks was explained by Erland
H?'nbotham, Deputy Assistant Secretary of State for East Asian
and Pacific Affairs in testimony on March 18, 1980, before the In-
ternational Finance Subcommittee : “The development of bank-owned

ing companies promises to offer enormous potential for overcom-
.ing most of the major disadvantages now seriously inhibiting U.S.
exports to Asia. A number of European banks now operate some of the
largest European-owned trading companies . . . Banks bring not onlcz
assets but almost all of the supporting facilities and services whi
U.S. exporters now most lack by contrast with competitors. More im-
portantly, banks can encourage and help exporters develop a longer-
term view of, and presence in the market. Bank-affiliated trading com-
panies would have special effect on encouraging more medium and
small exporters who are now discouraged by the remoteness and
stmnfenws of foreign markets and buyers, exchange risks, and by the
complexity and expense of documentation.”

Section 105 of the bill would permit U.S. banks to make limited
investments in export trading ocmpanies, subject (except for non-
controlling investments of less than $10 million) to the prior approval
of Federal bank regulatory agencies, and subject to conditions and
safeguards designed to ensure the safety and soundness. of the banks
- and prevent favoritism in bank lending to a trading company in which
it has an interest on the company’s customers.,

U.S. banks have been excluded from most commercial activities,
including direct participation in export trade for more than a cen-
tury. Among the reasons given for maintaining the traditional dis-
tinctions are: (1) that banks should focus on loans and deposits and
can better exercise independent judgment on whether or not to make
a loan if they are prohibited from holding a stake in the management
of actual or potential borrowers; (2) that banks could be exposed to
unfamiliar and excessive risks in commercial trading and the holding
of inventories; (3) that the bank regulatory agencies lack the ca-
pacity to evaluate the commercial risks banks would encounter in own-
ing export trading companies; (4) that bank capital is low and should
be reserved for support of bank loans; and (5) that bank-owned ex-
port trading companies or companies dealing with them may have
preferential access to bank credit. :

_ - A majority of the Committee members, while supporting the gen-
eral principle of separation of banking and commerce, believes thers
is good and sufficient reason to make an exception on a controlled basis
for limited and conditional bank ownership of export trading com-
panies in order to strengthen the Nation’s capacity to meet non-tra-
ditional international trade competition. The majority of the Com-
mittee members further believe that the bill as ordered reported con-
tains prohibitions, restrictions, limitations, conditions and require-
ments more than ample to meet each of the concerns raised with re-
to bank ownership of export trading companies:

(1) The bill prohibits banks from making loans to any export trad-

ing company in which the bank holds any interest whatsoever, and to
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any customers of such company, “on terms more favorable than those
- afforded similar borrowers in similar circumstances” or involving
“more than the normal risk of repayment” or presenting “qther un-
favorable features”. Thus, banks would be barred from making pref-
erential or unusually risky loans to export trading companies or their
customers, S
(2) The bill prohibits banking organizations from owning any in-
-terest in any export trading company which “takes positions in com-
modities or commodities contracts other than as may be necessary in
the course of its business operations.” That is, specunlation in commodi-
ties is forbidden for any trading company controlled by a banking
organization. o
3) The bill empowers the Federal financial institutions regulatory
agencies (the Federal Reserve Board, the Comproller of the Currency,
the Federal Deposit Insurance Corporation, and the Federal Home
Loan Bank Board for Federal savings banks) when acting on a bank’s
application to take to take & controlling interest in an export trading
company, to impose any conditions they deem necessary
(A) to limit a banking organization’s financial exposure to
an export trading company, or (B) to prevent possible con-
flicts of interest or unsafe or unsound banking practices.

(4) The bill directs the Federal financial institutions. tory
agencies to establish standards with mg:lct to the taking of title to
goods by any export trading company subsidiary of a banking organi-
zation, standards “designed to ensure against any unsefe or unsound
practices that could adversely affect a controlling banking, organiza-
tion investor, including. peciﬁcallf practices pertaining to an export
trading company subsidiary’s holding of title to inventory.”
¢ in the trading company’s practices with respect to taking title
would have to be approved in advance by the Federal agency.

(5) The bill would bar any banking organization from taking a
controlling interest or ma.king any investment over $10 million in any
export trading company without receiving the prior approval of the
appropriate Federal financial institutions regulatory agency. The Fed-
erzf;iln ?i%ency would be required to disapprove any application for which
it

That the export benefits of such proposal are ontweighed
in the public interest by any adverse financial, managerial,
competitive, or other banking factors associated with the par-
tieular investment. .

(6) The bill would prohibit aggregate investments by any barikin,
organization of more than 5 percent of its consolidated capital a.ns

lus in one or more ex;;:rt trading companies.

;7 } The bill would prohibit the total of a banking organization’s
historical direct and indirect investments in a trading company and
loans to such company and its subsidiaries from excees.m' g 10 percent
of the bank’s capital and surplus,

(8) The bill would allow the appropriate Federal agency

Whenever it has reasonable cause to believe that the owner-
ship or control of any investment in an export trading com-
pany constitutes a serious risk to the financial safety, sound-
ness, or stability of the banking organization and is incon-
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sistent with sound banking principles or with the purposes of
this Act or with the Financial Institutions Supervisory Act
of 1966, order the banking organization . .. to terminate ...
its investment in the export trading company.

The majority of the Committee are supported in their view that
the bill contains appropriate Federal reguﬁ)atory authority over bank
investments in export trading companies by the Administration, by
the- Comptroller of the Currency, and (with one exception) by the
Federal rve Board. For the views of the agencies, see the letters
in the A dixes to this report. The sole exeeption is the Board’s
view that Federal bank reguiatory agencies should not be authorized
to approve any controlling investments by banks in export trading
companies, Specifically, the Board would prohibit any one banking
organization from acquiring more than 20 percent of export trading
companies and any group of banking organizations from acquiring
more than 50 percent of a trading company. The Board would acce
non-oontmllnll_ﬁ' investments, subject to the provisions contained in
bill. The Board a; rs t0 question the ability, as well as the proprie-
ty, of permitting either singly or as & group to manage export
companies,

The Bankers’ Association for ForeiﬁuTrade, in testimony before
the Subcommittee on International Finance on March 18, 1980,
stressed the importance of flexibility with respect to the types of per-
missible bank investments in export trading companies:

Because the trading company concept is new to the United
Statesl,) migiﬂicult for me to indiccﬁte at this ﬁq th:e pxéecise
ways organizations may choose to participate. Some
banking organizations may want to finance export trading
companies and their customers but not take an equity -
tion; others are more interested in investing in export trade
service firms than export trading companies; and others are
interested in investing in export trading eomgnanies, but may
differ on the scope of participation they may find appropriate
é.g., some are interested in joint ventures and others are in-
terested in forming their own subsidiaries, Given this diver-
gity of interest, we sudpport S. 2379’s flexible approach and
would thus recommend against foreclosing any options at the
present time because companies must and will evolve
n response to market forces, and banking organization in-
volvement will be controlled through the existing bank reg-
ulatory framework.,

James B. Sommers, Executive Vice President of North Carolina
National Bank, testified that banks might wish to organize export
trading companies to put together large “turnkey” export projects,
e.g., the construction of a plant in a developing country. Such com-
panies will most likely be regional tradm'i companies involving more
than one banking organization. E. Anthony g\]’ewto Senior Vice
President of Philadelphia National Bank, testified that his bank
has an overseas financing subddiag which could be a more effective
competitor in the Far East if it could take title to goods—an activity
it safely engaged in before acquisition by Philadelphia National Bank.
The Federal Reserve Board would have the Congress deny it the au-
thority to approve such investments and activities by U.S. banks. For
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example, even a trading company organized by banking organizations
for a single project overseas would be prohibited.

Permitting banking organizations to take controlling interests in
trading companies promotes the safety and soundness of the investing
banking organization, since it gives them greater ability to protect
their investment through control of the business operations of an ex-
port trading company. A banking organization is more likely to be-
come involved in an export trading company if it has a substantial or
controlling voice in management. Arbitrary statutory limits on con-
trolling investments serve only to lock banking organizations out of
a management roll; increase the risks of their investment, and deny
to trading companies their substantial international expertise, The
regulatory controls included in the bill insure that the greater degree
of bank control, the greater de;gree of bank regulatory agency control,
The Committee believes this flexible approach adopted in the bill is
necessary to encourage effective bank participation. Without initia-
tives by U.S. banks, the effort to stimulate U.S. export trading com-
panies would be seriously weakened.

The amounts of bank capital potentially involved and the risks to
the banks must be put into perspective based on the restrictions in the
bill, Total capital of all the banks in the United States is about $98
billion. Because the bill limits aggregate investments to 5 percent of
capital, if every bank in the country from the smallest to the largest
were allowed by the Federal regulators to invest the mazimum amount
under the Act, the total investment allowed would be $4.9 billion.
Because the bill limits the total of investments and loans in export-
trading companies to 10 percent of capital, if every bank in the coun-
try both invested and lent the maximum under the Act, the total of all
investments and loans would be $9.8 billion. Realistically, only a small
fraction of U.S. banks, large and small, will invest in, or lend to, an ex-
port trading company. .

Both the banks and the Federal bank regulatory agencies can be
expected to Proceed cautiously. At most, $1 billion in total bank invest-
ments and loans to export trading companies might be anticipated
within 5 years after enactment. In an economy which has long passed
the $1 trillion mark, such amounts seem unhﬁ ely to dry up credit or
gignificantly affect bank capital. Investments in export trading com-
panies should strengthen bank capital by earning profits and diversify-

risks. The 10 percent limit on combined investments and loan is
quite conservative, considering that state banks in several states, in-
cluding New York, may lend up to 25 percent of capital to a single
borrower, and that some banks have more than half of their capital
exggsed in loans to borrowers in a single developing country.

considering individual applications or notifications, the appropri-
ate Federal agency may determine that safeguards are needed to pro-
tect against certain activities or practices which could reflect adversely
on the banking organization investor. For example, the agencies may
want to prohibit an ETC owned by a banking organization from
engaging in manufacturing operations or owning other commercial
concerns. They may also want to set conditions designed to insure that
a bank-owned ETC is run in a financially-sound manner in order to
safeguard the reputation and integrity of the banking organization
investor.
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Conditions appropriate to an ETC wholly-owned or controlled by a
banking organization may be wholly inappropriate where a banlang
organization is to be a non-controlling investor, The size of the banking
organization and ETC, the degree of banh:& organization involve-
ment, and the size and financial st of other participants are all
factors that need to be weighed. Conditions imposed by the Federal
banking agencies should not unnecessarily disadvantage, restrict or
limit bank-owned ETCs in competing in world markets or achieving
the purposes of section 102 of the Act. Conditions thus should be care-
fully drawn to meet legitimate concerns, without unduly handicapping

-owned ETCs in meeting foreign competition. The Committee
strongly believes that such conditions should not serve to discourage
involvement of banking organizations, but rather should encourage
their participation in the most prudent manner. _

4. Initial Inwestments and O perating Eopenses ‘

The bill provides in section 108 for greater support by the Economic
Development Administration (EDA) and the Small Business Admin-
istration (SBA) for the formation and expansion of export trading
companies. Both agencies have given some support to export-related
activities in the recent past, but onl inm:.m.mn{' imal amounts. The Assist-
ant Secretary of Commerce for Trade Development, Herta Lande
Seidman, testified before the International Finance Subcommittee
on April 28,1980 .

- Through the facilities of the Economic Development Ad-
ministration, the Commerce Department is in a position to
make loans and grants to meet the combined objectives of
job creation and export gromotion. In 1979, for example,

DA funding of export-related efforts amounted to $6.7 mil-
lion in Joans and $2.5 million in grants. These funds sup-
ported, among other efforts, an extensive textile, apparel, and -
footwear export expansion drive and promotion projects of -
the New York/New Jersey Port Authority. We in the Inter-
national Trade Administration are working closely. with
EDA to develop grant- and loan-making procedures to en-
sure that the export pro s funded by EDA are closely
meshed with Trade Development activities in TTA. EDA 1s
prepared in 1980 to supply a somewhat larger amount in
grants and a significantly larger amount in loans for trade
facilitation programs through iis trade adjustment assist-
ance, distressed area and other programs. Similar levels of
activity are feasible in the future if funding for those pro-
grams continues. EDA, depending on its resources, is inter-
ested in giving continuing support to export-related pro-
grams,

. The Small Business Administration, according to President Car-
ter’s Export Policy statement of September 26, 1978 was to provide
up to $100 million in assistance to small businesses getting started
in exporting. Less than $5 million has actually been used by SBA
for this purpese, and SBA. is widely charged with lack of interest
and expertise in export development.

S. 2379 would have provided a $100 million, five-year facility in
the Export-Import Bank to assist the formation of export tradi
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companies by providing loans on a matching basis of not more than
$1 million per year or $2.5 million’in total to applicants to assist with
initial investments and operating expenses associated with launching
an export trading company. The assistance would only have been
avni]agle where private cred};t was inadequate and other criteria were
met, Because the Export-Import Bank and the Administration op-
posed lodging the program in the Bank, the present legislation vests
responsibility in EDA and SBA to help export trading companies
meet start-up costs. :

Section 106 (a) would direct EDA and SBA, when considering loan
or guarantee applications from export trading companies, to give
“special weight to export-related benefits, including opening new
markets for 7nited States goods and services abroad and encouragin,
the involvement of small or medium-size businesses or agricultural-
concerns in the export market.” The purpose of the amendment is to
encourage EDA and SBA to consider favorably those applications
with export benefits which also meet other criteria which KDA and
SBA are required to consider. The provision is not intended to over-
ride or dilute other considerations the agencies are required to take
into account. - C ' : )

Section 106(b) would authorize appropriation of an additional $20
million per year in fiscal years 1981 through 1985 to either EDA: or
SBA to support loans (or guarantees, if necessary) provided to meet-
the purposes of section 106(a). If existing authorizations and appro-
priations thereunder are deemed adequate by the Appropriations-
Committees of the Congress to meet the purposes of section 106(a),
the anthority of section 106 (b) would not be used. :

5. Guarantees by Export-Import Bank

"Section 107 authorizes and directs Eximbank to establish a guarantee
program for commercial loans to 1].S. exporters secured by export ac- .
counts receivable or inventories of exportable goods, when in the judg-
ment of the Board of Directors:

1. Private credit is inadequate to enable otherwise credit-worthy
exporters to complete export transactions, and .
2. Such guarantees would facilitate exports which would not

otherwise occur. .

The Administration did not object to guarantees in support of loans
against export accounts receivable, but contended that inventories are
adequately financed by the private sector. The amendment. takes the
Administration’s view into account by permitting the guarantee pro-
gram to oper: te only to the extent that the Board of Directors.deter-
mines the private credit market is not providing adequate financing.
It is the intent of the Committee that the guarantess be directed: pri-
marily toward securing credit for small exporters. The amounts of
iuamntees would be limited by limits set in annual appropriations

cts.

TITLE TI—EXPORT TRADE ASSOCIATIONS

T'nder the Export Trade Act of 1918, commonly known as the Webb-
Pomerene Act (15 U.S.C. 61-65), the joint exporting activities of ex-
port trade associations (associations engaged solely in export trade)
x:ceive a limited exemption from the Sherman and Clayton Antitrust

“Aects. . ’

66-942 0 - 80 ~ 20
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The Webb-Pomerene Act was an outgrowth of a report on foreign
trade activities affecting U.S. companies prepared by the Federal
Trade Commission in 1916, The Commission’s report found that Amer-
ican manufacturers and producers were disadvantaged in attempting
to enter foreign markets individually because of strong combinations
of foreian competitors and organized buyers. The report concluded
that in order for small American producers and manufacturers to enter
world markets on a profitable basis and on more equal terins with these
foreign combinations. they should be permitted to cooperate in their
exporting eflorts without fear of prosecution under the antitrust laws.

Section 2 of the Webb Act exempts from the Sherman Act (which
prohibits contracts, combinations, or conspiracies in restraint of trade
occurring either in interstate commerce or in commerce with foreign
nations) an association entered into for the sole purpose of engaging
in export trade as long as the association, its acts, or any agreements
into which the association enters do not: (1) restrain trade within the
United States; (2) restrain the export trade of any domestic com-
petitor of the association; or (3) artificially or intentionally influence
grica within the United States of commodities of the class exported

y the association. The Act also provides for oversight of Webb-
Pomerene associations by the Federal Trade Commission.

Between 1930 and 1935 Webb-Pomerene associations numbered 57
and accounted for approximately 19 percent of total U.S. exports. By
1979 the number of associations had dwindled to 33 and their share
of total U.S. exports had dipped to less than 2 percent. _

The reasons for this poor showing are many. First, the vast ma-
ority of the 250 or so Webb-Pomerene associations formed over the
ast 60 years lacked sufficient product-market domination to exert
foreign market price control and membership discipline. Second, the
business community traditionally has placed top priority on tapping
the vast domestic market and has been much slower to focus on the
Erospects overseas. Third, the ever expanding U.S. service industries

ave been excluded from qualifying for the Act’s antitrust exemp-
tion, while cooperative :mt(i1 joint ventures have become increasingly
important in the exportation of services. Fourth, and perhaps most
important, the Department of Justice, and to a lesser extent the Fed-
eral Trade Commission, have been perceived by the business com-
munity as exhibiting a thinly veiled hostility toward Webb-Pomerene
associations. The vagueness of the Webb-Pomerene Act leaves uncer-
tain what activities will constitute a substarntial restraint of domestic
trade. As a result, the threat of antitrust litigation has served as a
deterrent to broader utilization of the Webb-Pomerene Act.

With the increasing emphasis on the need to improve the competi-
tiveness of U.S. companies in the world marketplace has come an
awareness of the need to reduce the domestic barriers to exports. The
provisions of this bill are intended as a step toward that goal. At the
same time, however, the bill contains numerous procedural and sub-
stantive safeguards to ensure that this goal is not achieved at the cost
of violating traditional principles of U.S. antitrust law.

6. Antitrust Exemption for Certified Exzport Trade Activitiés

Title IT does the following: First. It makes the provisions of the
Webb-Pomerene Act explicitly applicable to the exportation of serv-
ices (the National Commission for the Review of Antitrust Laws and

s
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Procedures made this same recommendation in its report to the Presi-
dent in January 1979) ;

Second. 1t expanas and clarifies the Act’s antitrust exemption for

rt trade associations and export trading companies;

‘Third. It requires that the antitrust immunity be made contingent
upon a certification procedure and in conformance with existing stand-
ards of antitrust law;

Fourth, It transfers the administration of the Act from the Federal
Trade Commmission to the Department of Commerce; B

Fifth. 1t provides for procedures whereby the Justice Department
and the Federal Trade Commission can provide their advice to the
Department of Commerce during the certification process, and can
seek mvalidation of any certification which fails to conform to the sub-
stantive standards of the Act;

" Sixth. It creates within the Department of Commerce an office to
promote the formation of export trade associations and export trad-
m%co'mpanies; and - : :

eventh, It provides for the establishment of a task force whose pur-
pose will be to evaluate the effectiveness of the: Webb-Pomerene Act
1n increasing U.S. exports and to make recommendations regarding its
future to the President. :

Title IL reflects a recognition of the significant contribution to the
promotion of U.S. export trade which can be made by export trade
associations and export trading companies if they are allowed toengage
in specific joint activities without rear of prosecution under the anti-.
truss. laws. Litle I1 provides immunity from the application of U.S,
antitrust laws for specified export trade, export trade activities-and
methods of operation of export trade associations and export i
companies onfy when: 1) the proposed export activities are deter-
mined not to be in violation of specified antitrust standards; 2) there
is an'established need for the immunity; and 3) the association or
:ﬁm}:ﬂy successfully completes the certification process required in

ebilk: . . o :

7. Certification procedures ' :

The certification process mandates that the Department of Com-
mercey after consulting with the Justice Department and the Federal
Trade Commission, determine that the export trade activities of the-
association or company violate none of the substantive standards of
antitrust law set forth in Section 204(a) of the bill. That Section,
which amend® the second and fourth sections of the Webb-Pomerene
Act (15 U.S.C. 62 and 64), sets out eligibility criteria for the antitrust
exemption afforded under the Act for export trade associations and
trading companies. ) :

With the exception of the requirements in paragraphs (1) and (68)
of Section 204—provisions that impose further criteria for eligibility
in addition to those found in the standards of the current Webb-Pomer-
ene Act—the substantive law of antitrust as modified by the Webb-
Pomerene Act has not been altered. As the court stated in United.
States v. Minnesota Mining and Manufacturing Company, 92 F. Supp.
947 at 965 (D. Mass. 1950) : S

" " Now it may very well be that every successful export.. .-’

company does inevitably affect adversely the foreign com-
merce of those not in the joint enterprise and does bring the
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members of the enterpriss so closely together as to affect ad-
versely the members’ competition in domestic commerce. Thus
every export company may be s restraint. But if there are
only these inevitably consequences an export association isnot -
an unlawful restraint. The Webb-Pomerene Act is an expres-
sion of Congressional will that such a restraint shall be per-
mitted.

The amendment of the Webb-Pomerene Act by Section 204(a) of
Title II, with the exceptions as noted above, is a codification of court
interpretations of the Webb-Pomerene exemption to domestic anti-
trust law. Further, the amendment is consistent with the enforcement
policy of the Department of Justice. As stated by Ky Ewing, Deputy
Assistant Attorney General, Antitrust Division, Justice Departmen
during hearings on S. 864 (now Title IT) before the Internationa
Finance Subcommittee: ‘

We note (that S. 864) would m}mm that a restraint of
U.S. domestic trade be substantial before the exemption would
disappear. The purpose of this proposal . . . is to bring the
act into what we conceive to be the current state of anti-
trust law interpreted by the court. (September 17, 18th
hea.llz;iéx)g record on Export Trading and Trade Associations,
P-

Similarly, Daniel Schwartz, Deputy Director, Burean of Competi-
tion, Federal Trade Commission, testified that the antitrust standards
specified in S. 864 “are essentiaﬁy equivalent to the standards of the

ebb-Pomerene Act.” (Id. at p. 194). -

In his prepared statement, Mr. Ewing further explained that:

The judicially ted legal threshold test for applicabil-
ity of the Sherman Act to activity abroad places a heavier
burden on government and private plaintiffs than that ap-
plicable domestically. The presence of a substantial and fore-
seeable effect on U.S. domestic or foreign commerce is re-
quired, not merely some minimal effect. (Id. at 144).

th:lzm.' Ewing 2lso noted in his testimony before the Subcommittes
t:

The Department of Justice has long predicated its en-
forcement efforts in export related matters upon the ability to
prove a substantial and foreseeable effect on U.S. commerce,
(1d. at pp. 154-155)

This interpretation of existing antitrust law was confirmed by San-
ford Litvack, Assistant to Attorney General, Antitrust Division. In
8 letter to Senator Proxmire, Chairman of the Committee on Banking,
Housing, and Urban Affairs, Mr. Litvack noted that certain activities
undertaken by exporters “may well not violate the Sherman Act in
any event due fo their lack of substantial effect on U.S. trade or
commerce,” (emphasis supplied) :

These interpretations of existing antitrust law are consistent with
long standing policy. For example, the 1955 Report of the Attorney
General’s Antitrust Committee stated :



305

17

We feel that the Sherman Act applies only to those ar-
rangements between Americans alone, or in concert with
foreign firms, which have such substantial anticompetitive
effects on this country’s trade or commerce * * * with foreign
nations’ as to constitute unreasonable restraints. (Report,
supra at pp. 76-77)..

The bill also adds two new substantive standards, requested by the
Department of Justice, to the Webb-Pomerene Act—a requirement
that the export trade must not constitute trade or commerce in the
licensing of patents, technology, trademarks or know-how, and that
the export activities must serve to preserve or promote export trade.

Before an association or export trading company can obtain certifi-
cation, the Secretarv of Commerce also must find that the export
activities to be certified will serve a specified need. Only those eigort*
trade, export trade activities and methods of operation specified. in
the certification issued by the Secretary of Commerce are immunized.
The certification must include any terms or conditions deemed neces-
sal('iy by the Secretary, in consultation with the Department of Justice
and the Federal Trade Commission, in order to bring the company or
its export activities into compliance with any of the substantive
standards. Any material change in the export trade, export trade
activities or methods of operation must be reported to the Secretary
and any modification to the certification must be approved by the
Secretary. The guidelines to be used in making these determinations
are to be issued by the Secretary of Commerce, after consultation with
the Attorney General and the Federal Trade Commission.

8. Amendment, Revocation or Invalidation

Even after the export activities of an association or export trading.
company have been certified, they remain subject to the continuin
scrutiny of the Department of Commerce and Justice and the Federa
Trade Commission. The certification of any association or export trad-
ing company whose activities fail to comply with any of the substan-
tive standards is subject to modification or revocation by the Depart-
ment of Commerce. Additionally, either the Department of Justice or
the Federal Trade Commission at any time may initiate an action to
invalidate all or any part of the certification of an association or trad-
ing company. Once the certification has been revoked, civil or criminal
gcti.ons and enforcement proceedings may be brought on a prospective

asis. '
TITLE III—TAXATION OF EXPORT TRADING COMPANIES

9. Application of DISC Rules

The tax provisions have two purposes: (1) to enable export trading
companies to use DISC with respect to all their income from exports
of services as well as products; and (2) to permit small, closely held
companies to use Subchapter S to pass through net losses in the first
few years when start-up costs are likely to exceed income, If there is
any significant revenue loss directly attributable to the tax provisions,
it will be because export trading companies succeed in significantly
expanding U.S. exports, which means additional revenue is being
produced through additional exports.

Section 301 would provide that gross receipts of an export trading
company from “export trade services” as well as the export of “services
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roduced in the United States,” as defined in .the Aect, are eligible
%ISC receipts. The purpose of the provision is to avoid forcing export
trading companies to segregate artificially certain services in order
to enjoy DISC status for the receipts from such services. : :

This section would also require the Assistant Secretary of Com-
merce, with the cooperation and assistance of the Director of the In-
ternal Revenue Service to disseminate information to exporter an
export trading companies on how to form and use DISCs. .-

e Treasury Department computed the potential revenue cost of
extending DISC benefits to “services produced in the United States”
at $740 million for 1978, Acknowledging the difficulties of computing
the actual revenue cost, this figure was reduced to a “more conservative
estimate of $200-500 million.” Similarly, Treasury noted that the po-
tential revenue cost of extending DISC benefits to “export trade serv-
ices” as $200 million, reduced to “a conservative ball park estimate of
$100~-200-million.” X _

However, Treasury’s computations were based on the premise that
DISC benefits would be extended to the services produced in the U.S.
or the export trade services of all DISC’s. The bill extends DISC
treatment of these services only to DISCs which are exiort trading

. companies. Thus, to the extent Treasury’s estimates are based on in-

come from DISC’s which would not qualify as export trading com-

anies, the estimates necessarily overstate the actual revenue costs.

Since most DISC’s are exportaxﬁ either solely or principally, the

s or services of a parent or affiliate, the numbag of present DISC'’s

which would qualify as export trading companies is likely to be rela-
‘tively small. : .

10. Subchapter S Status ,

Section 302 would amend Subchapter S of the Tax Code to iermit
an export trading company to use the provisions of that subchapter
. without limiting the foreign source income of such company to less
than 20 percent per annum. Some export trading companies might
have difficulty complying with the existing statutory restriction. éc-
- tion 302 would also permit shareholders in companies eligible to use
subchapter S to be not more than 15 individuals or companies, if the
companies are each owned by not more than 15 individuals.

SeEcCTION-BY-SECTION ANALYSIS OF THE Bra

TITLE I—EXPORT TRADING COMPANIES -

Short Title '
. Section 101 Xrovides that Title I may be cited as the “Export Trad-
ing Company Act of 1980.”

Findings ‘

Section 102 includes eight findings by Congress concerning rts
and export trading companies, and states that the purpose of the Xaz is
to increase U.S. exports by encouraging more efficient provision of ex-
port trade services to U.S. producers.

Definitions : -

Section 103 defines the following terms used in the title: “export
trade,” “goods produced in the United States,” “services produced in

- the United States,” “export trade services,” “export trading company,”
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“United States,” “Secretary,” and “compeny.” An export trading
company is defined as a U.S. company “organized and operated prin-

- cipally for the purposes of (A) exporting goods or services produced
in the United States; and (B) facilitating the exportation of goods
and services produced in the United States by unaffiliated persons by
providing one or morse export trade services.”

Promotion of Export Trading Companies by Secretary of Commerce

Section 104 requires the Secretary to promote and encourage forma-
tion and operation of export trading companies by providing infor-
mation and advice to interested persons and by facilitating contact
between producers and firms offering export trade services.

 Definitions in Section on Bank Ownership

Section 105(2) defines “banking organizatior,” “State bank,” “State
member bank,” “State nonmember insured bank,” “bankers’ bank,”
“bank holding company,” “Edge Act Corporation,” “Agreement Cor-
poration,” “a.ppro?riate Federal ba.nk'mg agency,” “capital and sur-
plus,” “affiliate,” “control,” “subsidiary,” and “export trading com-

any.” The terms “control” and “subsidiary” are defined as in the Bank

olding Company Act. The term “export trading company” means an
export trading company as defined in sec. 103(5) or a company or-
ganized and operated principally for the purpose of providing export
.trade services. .
Authority to Own Eaport Trading Companies :

Section 105(b) (1) would authorize banking organizations, subject.
“to the procedures and limitations of section 105 (b) and (c) to invest in
the aggregate not more than 5 percent of the banking organizations
consolidated capital and surplus in exgort trading companies.

. Section 105(b) (1) (A) would authorize investments of up to $10
illion in total by a banking organization without prior approval
by the appropriate Federal banking agency if such investment did
not make the export trading company a subsidiary of the banking
organization (Pursuant to the Bank Holding Company Act, owner-
ship of 25 percent of the stock is presumed to constitute control and
therefore make the company a subsidiary, and ownership of less than
25 percent may be foung by the Federal banking agency to constitute
control and make the company a subsidiary. If the agency made such
finding it could require divestiture or place conditions on theginvest-
ment.). Section 105(b) (1) (B) would permit investments of more
than $10 million, or conttolling investments, or investments which
give a froup of banking organizations more than 50 percent of the
stock of an export trading company, only with prior approval of the
appropriate Federal banking agency. :
tion 105(b) (2) would require banking organizations to notify
the appropriate Federal banking agency 60 days before making any
additional investment in an export trading com subsidiary or
-etifaging in any line of activity, including specifically the taking of
title to goods, which was not previously disclosed. The Federal bank-
ing a:%ency could disapprove or place conditions on such investment or
activity.
’ Sécgon 105(b) (3) would provide that if the appropriate Federal
banking agency failed to act upon an application or notification within
-the specified time period, approval would be assumed.
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ddditional Limitations on Bank Investments in Ezport Trading
Companics end on Such Companies

Section 105(¢) would place the following limitations on export
trading companies and investments in them by banking organizations:
(1) the export trading company could not use a name similar to that
of any banking organization owning any of its stock; (2) the total
historical cost of a banking organization’s direct and indirect invest-
- menis in an export trading company, plus any credit extended by the
organization and its subsidiaries to the company, could not exceed 10
percent of the bmhlxlx‘i{ organization’s capital and surg}gs; (3) bank-
ing organizations could not hold stock in export trading companies
which take speculative positions in commodities; and (4) banking
organizations could not extend credit to any export trading company
in which it holds stock, or to the company’s customers, on terms “more
favorable than those afforded similar borrowers in similar circum-
stances, and such extension of credit shall not involve more than the
normal risk of repayment or present other unfavorable features.”

Factors to be considered by Federal Banking Agencies in Disapprov-
ing or Placing Conditions on Investments .

Section 105(d) would require the appropriate Federal banking
agency to consider the resources, competitive situation, and future
prospects of the banking organization and export tradinsg company
concerned in any application, and the effect on United States com-
petitiveness in world markets, and authorize the agency to disapprove
the investment if it finds the export benefits are “outweighed in the
g;xblio interest by adverse financial, managerial, competitive, or other

nking factors.” The agency would be authorized to impose such
conditions on approved investments or activities as it deemed neces-
sary” (A) to limit a ba.nln.mz; organization’s financial exposure to an
export trading company, or (b) to prevent possible conflicts of inter-
est or unsafe or unsound banking practices.” The agency would be
réquired to set standards for the taking of title to goods and holding
of inventory to prevent unsafe or unsound practices. In imposing
conditions, the Federal banking agency would be required to consider
the size of the banking organization and export irading company
involved, the degree of investment or other support to be provided
by the banking organization, and identity and financial strength of
other investors. The agency could not impose conditions on the taking
of title which unnecessarily disadvantage, restrict or limit trading
companies in competing in world markets. Not withstanding any
other provision, the appropriate Federal banking agency could after
due notice and opportunity for hearing, order an investment in an
export trading company terminated if the agency had reasonable
cause to believe the investment constituted a serious risk to the bank-
ing organization or was inconsistent with sound bankin %Vpr'mciples
or the Financial Institutions Supervisory Act of 1966, Within two
years after enactment a u‘x":iport: to Congress by the Federal banking
agencies would be required.

Court Appeals

Section 105(e) would provide an opportunity to appeal orders of
Federal banking sgencies to the Federal Court of Appeals and re-
quire cases of procedural error to be remanded to the agency and
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perleit cases of substantive error to be remanded to the agency as
we :

Rulemaking and Enforcement

Section 105(f) would provide general rulemaking authority to
Federal banking agencies for purposes of administering this section.

Initial Investments and Operating Expenses

Section 106 would direct EDA and SBA to give special weight to
export benefits, including opening new export markets and encourag-
ing exporting by small and medium-size businesses or agricultural
concerns, when considering applications by export trading companies
for loans and guarantees. $20 million would be authorized to be ap-
propriated for each of the next 5 fiscal years for the purposes of this
section.

Guarantees for Export Accounts Receivable and Inventory

Section 107 would direct the Export-Import Bank to establish a
guarantee program for commercial loans secured by export eccounts
receivable or inventories of exportable goods when the ’s Board
judged the private credit market was not providing adequate export
financing to otherwise creditworthy exporters and such guarantees
would facilitate exports which would not otherwise occur. The guar-
antees would be subject to limits in annual appropriation Acts,

TITLE II—EXPORT TRADE ASSOCIATIONS

Section 201. Short Title: Export Trade Association Act of 1980

Finding and Declaration of Purposes

- Section 202 sets forth findings by the Congress regarding exports
and joint exporting activities and the purposes of the Act.
Definitions

Section 203 defines the pertinent terms. The definition of “export
trade” is expanded from the definition contained in the Webb-Pomer-
ene Act (15 U.S.C. 61-66) to include services. The term “ssrvice”
means intangible economic output, including, but not limited to busi-
ness, repair, and amusement services; managemengegal, engineering,
architectural, and other professional services; and financial, insurance,
transportation, and communication services. The term “export trade
activities” includes any activities or agreements in the course of export
trade. The term “association” refers to ani combination of persons,
partnerships, or corporations, all of which must be citizens of the

nited States or created under the laws of any State or of the United
States. A foreign controlled subsidiary created under the laws of any
State or of the United States, however, cannot be a member of the
“gssociation.” The term “antitrust laws” means the antitrust laws de-
fined in the first Section of the Clayton Act and Section 4 of the Fed-
eral Trade Commission Act.
Ezemption from Antitrust Law

Section 204 strikes Sections 2 and 4 of the Webb-Pomerene Act and
inserts in lieu thereof a new Section 2. Section 2 provides that an ex-
port trade association or export trading company and their members,
certified according to the procedures set forth in this Act is exempt
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from the application of the antitrust laws during the period of the.
certification provided that the association or export trading company
and its export trade activities (1) serve to preserve or promote export
trade: (2 neither result in a substaatial lessening of competition or
substantial restrain of trade within the United States nor constitute a
substantial restraint of the export trade of any competitor of the as-
sociation: (3} do not unreasonably enhance, stabilize, or depress prices
witiiin the United States; (4) do not constitute unfair methods of com-
petition ugainst competitors engaged in export trade; (5) are not
reusonably expected to result in the consumption or resale in the
TUhited States of goods or services exported by the association or ex-
port trading comgany; and (6) do not constitute trade or commerce
in the licensing of patents, technology, trademarks, or know-how, ex-
cept as incidental to the sale of goods or services exported by the
association or export trading company or its members. | )
Section 2 also provides for a 30 day suspension of the effective date
of the exemption if the Attorney General or the Federal Trade Com-
mission formally advisés the Secretary of Commerce that it disagrees
with the Secretary’s determination to issue a certification.”- -~ -
Section 205, Conforming Changes in Style Section 205 amends Sec-
tion 31 'of the ‘Webb-Pomereng Act to provide for conforming change
instyles - - RO
Administraton} Enforcement; Reports ’ '
Section 206 strikes Section 5 from the Webb-Pomerene Act and in-
serts in lieu thereof a new Section 4 and eight additional new sections.
A riew Section 4(a) establishes the procedure for applying-for cer-
tification as an export trade association or export trading company.
It requires associations or export trading companies seeking certifica-
tion to file applications describing in detail their proposed export ac-
tivities including the goods or services to be exported, the methods of
export trade, including, but not limited to, any agreements to
sell exclusively to or through the association, any- agreements
with foreign persons who may act as joint selling agents, any agree-
ments to acquire a foreign selling agent, any agreements for pooling
tangible or intangible g:'operty or resources, or any territorial, price-
maintenance, membership, or other restrictions to be imposed u
members of the association or export trading company, and any other
information the Secretary may request on the association or company,
its relations with other associations or companies, and effects on com-
petition or potential competition. : o :
A new Section 4(b) requires the Secretary to certify an association
or.export trading company within 90 days after receiving the appli- -
cation if the Secretary determines, after consultation with the Attor-
ney General and Federal Trade Commission, that the proposed trade
activities and methods of operation meet the standards set forth in
‘amended Section 2 of the Act and will serve a specified need in promot-
ing export trade. The certificate must specify permissible. activities
and any terms and conditions deemed necessary to ensure that the
standards of the Act are met. Expedited certification and appeals pro-
cedures are specified. ,
This Section also requires the Secretary to provide the Attorney
General and the Federal Trade Commission with a copy of the pro-

S .l
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posed certificate and sets forth procedures to be followed by the Attor-
ney General and the Commission in rendering advice on a certification.
Certifications may be issued by the Secretary prior to the expiration
of forty-five days after the proposed certification has been delivered to
the Attorney General or the Commussion only if no formal notice of
. disagreement has been made by the Attorney General or Commission
under the procedures specified in the Act.

A new Section 4(c) of the Webb-Pomerene Act requires certified
export trade associations and export trading companies to report any
material changes in membership, export trade, export trade activities
and methods of operations and allows them to apply for an amended
certificate. There is no interruption in the certification period for appli-
cations made within 30 days of the change and approved by the
Secretary. :

A new Section 4(d) of the Act permits the Secretary to require cer-
tified export trade associations or export trading companies to modify
their organization or operation to correspond with their certification,
or to revoke or amend the certification.

A new Section 4(e) to the Webb-Pomerene Act authorizes the Attor-
ney General or Federal Trade Commission to bring an action to in-
validate, in whole or in part, a certification on the grounds that the
export trade, export trade activities or methods of operation of an ex-
port trade association or export trading company fail to meet the
standards of Section 2 of the Act. This Section also permits the Attor-
ney General or Commission to seek preliminary relief pending the dis-
position of an action if the Attorney General or Commission brings an
action for invalidation the 30 day period provided in Section 2(b§?2).
No person other than the Attorney General or the Commission would
have standing to bring an action against an association or company for
failure to meet the standards of Section 2 of the Act.

A new Section 5 to the Webb-Pomerene Act requires that the Secre-
tary, the Attorney General, and the Chairman establish guidelines for
purposes of determining whether an association, its members and its
export trade activities meet the requirements of the new Section 3.

A new Section 6 to the Webb-Pomerene Act stipulates that every
certified association or export trading company shall submit to the
Secretary an annual report setting forth the information required in
. the application for certification.

A new Section 7 to the Webb-Pomerene Aect establishes within the
Department of Commerce an office to promote and encourage to the
greatest extent feasible for formation of export trade associations
through the use of provisions of this Act.

A new Section 8 to the Webb-Pomerene Act provides for auto-
matic certification for existing export trade association registered
under current law. In order to obtain automatic certification, an exist-
Ing export trade association must file and application for certification
with 180 days after the date of enactment of this Act.

A new Section 9 to the Webb-Pomerene Act provides for the con-
fidentiality of the information contained in an association’s applica-
tion for certification, application for amendment of certification, and
annual report. ’
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Section 9 also requires the Secretary to make available to the At-
torney (General and the Commission for their official use all materials
filed by an association or export trading company which has been
certified or. which has applied for certification if the Secretary be-
lieves the applicant is eligible for certification.

A new Section 10 to the Webb-Pomerene Act authorizes the Secre-
tary of the Treasury to require an association or export trading com-
pany to modify its operations so as to be consistent with future inter-
national obligations of the United States set by treatv or statute.

A new Section 11 to the Webb-Pomerene Act authorizes the Secre-
tary, in consultation with the Attorney General and the Chairman, to
promulgate such rules and regulations as are necessary to carry out
the purposes of this Act. .

A new Section 12 to the Webb-Pomerene Act requires the President
seven years after the date of enactment of this Act to appoint a task
force to examine the effect of the operation of this Act on domestic
competition and on the United States’ international trade deficit and
to recommend either continuation, revision, or termination of the
Yebb-Pomerene Act. : o

Section 6 of the Webb-Pomerene Act is redesignated as “Section 14.
ShortTitle”. =~ - _ |

.. TITLE IIl: TAXATION OF EXPORT TRADING COMPANIES
DIs¢ - : '

Section 301 would amend the provisions of The Internal Revenue
Code concerning Domestic International Sales Corporations (DISCs)
in order to: (a) insure that bank investments in export trading com-
panies would not disqualify such companies from using DISCs; (b)
make receipts from exports of services or export trade services eligible
DISC receipts, that is, eligible for partial deferral of income taxa-
tion:and (c) require the Secretary of Commerce in consultation with
the Secretary of the Treasury to prepare and distribute information

on how export trading companies could use DISC status and the likely
advantages or disadvantages of doing so. _

Subchapter S

Section 302 would amend provisions of subchapter S of the Internal
Revenue Code which permit closely held corporations (15 or fewer
individual shareholders) to pass through certain losses or income to
shareholders. The amendments would exclude export trading com-
panies from the requirement that 20 percent of the annual income of a
subchapter S corporation be domestic income. and permit an export
trading company to qualify for subchapter S if owned by sharcholders
which were small business corporations as defined in" subchapter S
authorizing in effect a second-stage subchapter S corporation.

Fiscan Imract STATEMFNT

In accordance with section 252(a) of the Legislative Reorganization
Act of 1970, the Committee estimates the bill will result in additional
outlays during fiscal year 1981 of $15,000.000. This concurs with the
estimate prepared by the Congressional Budget Office, which follows:
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U.S. Conarrss,
CongressioNAL BunceTr OFFICE,
. Washington, D.C., May 15, 1980.
Hon. Wnrxay Pro

XMIRE,
Chairman, Committee on Banking, Housing, and Urban Affairs,
U.8. Senate, Washington, D.C. .
DEear Mr. CHAIRMAN : Pursuant to Section 403 of the Congressional
Budget Act of 1974, the Congressional Budget Office has prepared
the attached cost estimate for a bill to encourage exports by facilitating
the formation and operation of export trading companies, export
trade associations, and the expansion of export trade services gen-
erally, as ordered reported on May 12,1980.
Should the Committee so desire, we would be pleased to provide
further detail on the attached cost estimate.
Sincerely,
~ : Axvrce M. Rrvun,
Director.

ConeressioNAL Buneer OrrFice—Cost ESTIMATE

1. Bill number: Not Yet Assigned.

2. Bill title: A. bill to encourage exports by facilitating the forma-
tion and operation of export trading companies, export trade asso-
ciations, and the expansion of export trade services resenerally.

3. Bill status: Committes Print No. 2 as ordered reported by the
Semit;a Committee on Banking, Housing, and Urban Affairs on May
12, 1980. :

4. Bill purpose: The purpoese of Title I is to encourage more effi-
cient provision of export trade services to American producers and
suppliers. Section 106 directs the Economic Development Administra-
tion and the Small Business Administration to give special weight to
export-related benefits when considering loan and guarantee appli-
cations by export trading com;;a.nies. In addition, it authorizes the
annual appropriation of $20 million for fiscal years 1981 through 1985
for this purpose. Section 107 directs the Export-Import Bank to
establish a program to provide loan guarantees to export trading
companies. These loan guarantees are subject to the limitations pro-
vided in the annual appropriation acts. :

Title IT applies the Webb-Pomerene Act to the exportation of serv-
ices and transfers the Administration of that Act from the Federal
Trade Commission to the Secretary of Commerce. Section 205 estab-
lishes an office within Commerce to encourage the formation of export
trade associations. In addition,.the section requires that a task force
be appointed seven years after enactment o?gh.is bill to examine the
effect of these trade associations,

Title IIT applies the Domestic International Sales Corporation
(DISC) rules to export trading companies and directs the Secretary
of Commerce to prepare and distribute information on the application
of these rules.

5. Cost estimate:
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Authorization amount: .
Fiscal year: Millions
1881
1882
1983
1984
. 1985
Estimated outlays:
: I."lscll.l1 year:

sl

15

£
CERES

6. Basis of estimate: This estimate assumes enactment of this legis-
lation before October 1. 1980. Tt further assumes that the annual au-
thorization amounts will be approprigted in full in the year authorized.

The only direct budget cost estimated for the bill occurs in Title I
which authorizes the annual appropriation of $20 million to the Eco-
nomic Development Association and Small Business Administration.
OQutlays were derived by applying a composite outlay rate. Loan
guarantees of the Export-Import Bank are assumed to be provided
within the annual limitation on program activity. In any case, gnaran-
tees are estimated not to be drawn and therefore result in no budget
authority or outlays. 4

While Title IT creates an office within the Department of Commerce,
_there is no authorization for appropriation for the office. It is assumed,
- "therefore, that funds for this office will be transferred or repro-
grammed to fulfill this section. The task force requirement is beyond
the projection period; no costs are included for’this provision.

e provisions of Title ITI, allowing certain export trading com-
Enanies to be treated as DISCs, will reduce corporate profit tax receipts.
the time available, however, CBO has not been able to estimate the
amount of the reductions.
* 7. Estimate comparison : None.

8. Previous CBO estimate: None.

9. Estimate prepared by : Rita Seymour and Rosemary Marcus.

10. Estimate approved by:

’ C. G. NucgoLs,

(For James L. Blum,
Assistant Director for Budget Analysis).

Evarvation oF Reesoratory Impacr

In the opinicn of the Committee, it is necessary to dispense with the
Rules of the Senate. the Committee has evaluated the regulatory
impact of this bill. The Committee concludes that the bill will have
no additional regulatory impact.
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. Ceanges ¥ Existivg Law

In the opinion of the Committee, it is necessary to dispense with the
requirements of section 4 of Rule XXTX of the Standing Rules of the
Senate in order to expedite the business of the Senate.

COMPTROLLER OF THE CURRENCY,
ADMINIETRATOR OF NATIONAL BaNKS,

Washington, D.C., May 12, 1980.
Hon: Woriax Pro geoth A

XMIRE,
Ohairman, Committee on Banking, Housing and Urban Affairs,
Washington, D.C. : : -
_Dear Mg. Coamuan: This is in response to your request for the
views of the Office of the Comptroller of the Curmncyr?gCC) on the
pro “Export Trading Company Act of 19807, S, 2379.

e proposed legislation promotes the expansion of U.S. exports by
permitting the formation and operation of export trading companies
(“ETCs”), which would facilitate the marketing and export of goods
and services on behalf of small and medium sized U.S. firms. S. 2379
%lso groposes a leading role for U.S. banks informing and operating

The OCC strongly supports S. 2379 with certain reservations. The
QCC believes in the to expand U.S. exports, as well as in the
benefits of employi.ng the national and international marketing and
financial networks of U.S. banks for export expansion. Bank owner-
ship of ETCs does raise supervisory concerns; however, the OCC be-
lieves the proposed legislation can be amended to address those con-
cerns while still permitting a leading role for banks in ETCs.

S lﬁcallﬁ, the OCC’s primary concern is the degree of exposure a

-owned ETC may raise for the bank investor. Exposure can be the
amount of loans and investment a bank provides an ETC. However,
sure also can include a bank’s moral obligations on behalf of a
sidiary which is closely identified with the bank through equity
participation, and borrows in the marketplace on the hasis of that
equity 1nterest.

Aceqrdix:gly, the OCC suggests the pro S. 2379 be amended to
reco; ese supervisory concerns, This Office especially recom-
mends during this threshold stage of ETC development that the pro-

legislation permit a banking organization to invest the lower of

10 million or five percent of its consolidated capital funds in less
than twenty-five percent of the equity of an ETC without the prior
approval of the appropriate federal banking agency. Aggregate bank
investments in ETCs should be limited to 10 percent of a banking
organization’s consolidated cagtal funds. At a minimum, any invest-
ments by banks in ETCs which require prior approval should be sub-
ject to whatever safety and soundness conditions the appropriate

ing agency may wish to impose.
incerely,
Jorx G. HrmaNN,
Comptroller of the Currency.
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THE SecrETary of COMMERCE,
Washington,D.C., M. X
Hon. Aptar E. Stevensox, aslwng ot D.C, Uay 12, 1580
U.8. Senate,
Washington, D.C.

Drar Aprar; This letter supplements my April 3, 1980, testimony
on S. 2379 and S. 864 with a more detailed Administration position
on an antitrust exemption for export trade activities,

As you know, I reported during my April 3 testimony that the
Administration had been unable to agree on the form of participation
by the Justice Department in the process of certifying certain export
activities to be exempt froin application of the antitrust Jaws. Since
that time, extensive consultations am the Commerce Department,
_ USTR, the Justice Department, and other agencies have led to Ad-
ministration agreement upon the form of that participation. Accord-
ingly, I am pleased to state on behalf of the Administration that, with
the few changes I have noted below, we could support an antitrust
provision for export trade associations and export trading companies
such as that contained in title IT of the draft committee print of
May 3, 1980. (The Administration has not yet considered whether the
antitrust exemption should be a}iglicable, as proposed in the May 3
print, to individual companies, other than export trading companies,
which are not part of an rt trade association.)

1. The Administration believes that the Attorney General and the
Federal Trade Commission should have an opportunity to review any
certificate that the Commerce Department propeses to issue before
that certificate becomes effective. 'Igus review would allow for consul-
tations between the Commerce Department and the antitrust enforce-
ment agencies in an effort to avoid issuing certificates for activities
that would have anti-competitive effects In the United States. The
Commerce Department would be free to issue & certificate even if an
antitrust agency objected. However, when such an objection had for-
mally been lodged, the antitrust exemption ]:)[rovided for in the certifi-
cate would not take effect for thirty days. I have enclosed language
drafted by the Administration to implement this principle.

2. The Administration believes that the Attorney General or the
Federal Trade Commission should be able to seek preliminary relief
during this thirty-day period to prevent the antitrust exemption from
taking effect. Normal judicial standards for preliminary relief in
antitrust cases would apply. Therefore, the following language, which
appears in other antitrust laws, should be included in the provision
for invalidation of the certificate by the Attorney General or the
Commission :

Pending such action, and before final decree, the court may
at any time make such temporary restraining order or prohi-
bition as shall be deemed just in the premises.

In this regard, the provision requiring thirty-day notice before an
antitrust agency institutes an action for invalidation is inappropriate
and should not apply in the case of an action brought in any thirty-day
period before an exemption takes effect.

3. Tn order for the antitrust enforcement agencies to comment knowl-
edgably upon the competitive consequences of granting a certificate,
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these agencies must have the information provided by applicants for
certificates. However, the agencies need this information only where
they will actually be called upon to comment. Accordingly, the fol-
lowing language should be included in the beginning of the provision
on discosure of information to the Attorney General and the
Commission ;

‘Whenever the Secretary believes that an applicant may be
eligible for a certificate, or has issued a certificate to an asso-
ciation or export trading company, he shall promptly make
available all materials filed by the applicant, association or
export trading company, including applications and supple-
ments thereto, reports of material changes, applications for
amendments and annual reports, and information derived
therefrom.

We are, of course, prepared to assist you or the Committee in any
way in drafting suitable language or in rectifying the minor drafting
problems in the current draft committee print.

Sincerely, Pamr W. KrurzNick
Secreta;‘y of Commeree.

FepErAL, REsERvE SysTem,
Washington, D.C., May 12, 1980.
Hon. Aprar E. StEveENnsoN,
U.S. Senate,
Washington, D.C.

DEar SeEnator StEvENson: My letter to you of May 2 expressed
cortain reservations regarding S. 2379. Those reservations stem not
from lack of svmpathy with the purpose of this legislation in making
export related services available to more firms in the U.S. Rather, we
in the Federal Reserve have substantial questions about the degree to
which banking organizations should be permitted to participate di-
rectly in, or even control, export trading companies. In that connec- |
tion, we feel strongly that the tradition of separation of banking and
commerce has served the country well. To assure that separation is
maintained, while permitting a degree of banking participation in
support of export trading companies. I would suggest certain amend-
ments to the proposed bill establishing substantive and procedural
standards that are necessary with regard to bank involvement in such
companies.

Those recommendations, which I endorse, include the following
elements: first, no banking organization would be permitted to acquire
more than 20 per cent of the voting stock of an export trading company
or to control the company in any other manner; second, not more than
50 per cent of an export trading company’s voting stock could be
owned by any group of banking organizations; third, the aggregate
investment by any banking organization would be limited to 5 per cent
of its aggregate capital and surplus (25 per cent in the case of Edge
and Agreement Corporations) in one or more export trading com-
panies nor could a banking organization lend to an export trading
company in an amount which, when combined with its investment,
would exceed 10 per cent of the banking organization’s capital and

66-942 0 - 80 - 21
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surplus; an export trading company would not be permitted to take
positions in securities or commodities for ative purposes; an
arms length relationship would be maintained in any lemgnaactivity;
and the name of the bank could not be used in the name of the export

tmdiacompany. .
Furthermore, we propose that any major commitment to investment
in an export trading company—in excess, say, of $10 to $15 million—
be s cally approved by the Board of rnors in advence, As
this suggests, we believe that becanse of the risks that may attend
export trading company activities and the lack of experience of U.S.
banks and their regulators in dealing with such companies, it would
not be prudent to permit banking organizations to exercise control
over export trading companies at this time. For that the
Board of Governors cannot support the current version of S. 2379.

The amendments that I am enclosing for the Committee’s considera-
tion have been discussed with your staff. We, of course, would be
pleased to provide any further assistance.
Sincerely, '

Paor A. Vorckrr.
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ADDITIONAL VIEWS OF SENATOR WILLIAM PROXMIRE

I find it unfortunate that important banking legislation was re-
ported by the Committee on Banking, Housing and Urban Affairs
without the Committee having had the benefit of appearance before
it of the bank regulatory agencies charged with the safety and sound-

- ness of the banking m.

Unquestionably it would have been inconvenient for the movers
of this legislation to have heard first hand the doubts of the banks
regula.tong agencies which bear the ultimate responsibility for under-
writing the liquidity and solvency of the banking system.

But the inconvenience of listening to responsible contrary views
just might have given the Senate a better understanding of the
.m:egnitude of this legislation and its potential effect of the public
interest.

Let us make no mistake about it, this is major banking legislation.
It breaks the demarcation between banking and commerce because
it allows banks to take controlling equity positions in export-import
companies, trading goods of production and commodities, Historically,
banking and commerce have been separated by law in this country.
This has been so for over 100 years for good reason. Banks play a
significant role in the life of our economy by safeguarding the Na-
tion’s savings and providing the lifeblood of our economic system:
credit. Credit judgnents should be made on the merits. Arms length
dealing in the credit mechanism has been ensured by the traditional
se%ll']ation of banking and commercs,

en a bank has a stake in economic enterprise its credit judgments
tend to be skewed. The most recent example is the involvement oﬁ)nanks
in the real estate inevstment trust business where bank losses ran to
the hundreds of millions of dollars. Congress, in fact, had to adopt
special legislation just this year to bail out large banks holding real
estate in connection with REIT defaulted loans, so that those
would not have to charge off large losses to their already depleted
capital base. Now, the same big banks are to be given the power to
engage in lines of commerce in which they have no expertise.

This legislation gives rise to identical risks to the banking industry
which came out of the REIT experience, only the risks are far greater
this time, The ramifications of this legislation are enormous. Banks
would be permitted to take controlling equity positions in Export
Trading Companies. A bank owned Export Trading Company would
be permitted to engage in a wide range of export-import transactions,
Such a bank owned Export Trading Company would be permitted
to contract to build a textile mill in China, purchasing the equipment
both in the U.S. and overseas. In payment for the mill, the Export
Trading Company could take oil in a barter transaction, ship the nil
to the U.S. market on tankers which it would be permitted to own,
and market the oil in the U.S. The bank owned Export Trading
Company could purchase wheat or grain in the forward market for

31
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gale in international markets pursuant to their marketing efforts. Such -
an Export Trading Company would be permitted to engage in the
travel agency business overseas and for travel to and from the United
States; amusements for export would be permitted, no doubt including
motion pictures. . .

While banks may glrlovide a useful service to Export Trading Com-
panies in providing financing and financial services to exporters, it is
clear to me that banks have no expertise to offer in actual construction
projects, purchase and sale of commodities and barter transactions
which may include exporting a truck factory and importing vodks in

ayment.
P Thus, while I remain skeptical of the entire Export Trading Com-
pany concept for banks at all, I can understand that perhaps to facili-
thte-the financial aspects of export-import transactions banks may
need to have & non-controlling position in an Export Trading Com-

any.
P That is why I supported the Federal Reserve Board amendment
prohibiting bank control of Ex?ort Trading Companies and which
would have restricted any bank’s investment in an Export Tradin
Company to a non-controlling interest, not to exceed 20 percent o
the Export Trading Companies stock and to restrict the interest of
several banks in a single Export Trading Company to under 50 per-
cent. The Federal Reserve amendment—which was supported by the
Federal Deposit Insurance Corporation—would have retained the ben-
efits of bank Yarticipation in Export Trading Companies while avoid-
in% the pitfalls associated with bank control of commercial enterprises.

he pitfalls are substantial. At a time when the banking system is
undercapitalized and with the shortage of capital being particularly
acute at large banks, the needs of a soundly capitalized banking system
uire at the largest banks that banks not be encouraged to drain cap-

ital away from their credit function. We should remember all to well
the unfortunate consequences of the recent era of “go-go” banking
and REITSs and not encourage banks to stray from their essential eco-
nomic purpose which is to provide financing for productive purposes.

Control mg equity investments in lines of commerce holds the prob-
ability that the public will suffer the consequences as it did in the I{)EIT
expertence and “go-go” banking of recent years. Those consequences
include the need for Congress to pass special legislation to allow banks
extended time to hold real estate helss in connection with defaulted
loans made for speculative lending purposes; Federal Reserve lending
to prevent bank failures; and ultimate FDIC funding to prevent de-
posit payouts by banks in receivership.

It is clear to me that in breaching the 100 year old separation
" between banking and commerce that prudence dictates caution. The
Federal Reserve amendment would have allowed bank participation
in Export Trading Companies while ensuring the prevention of the
type of abuses associated with bank expansion into nonbanking activ-
jties. The virtue of the Federal Reserve amendment is that it would
have given the Congress the option down the road in a year or two
based upon the record of limited bank participation in Export Trad-
ing Companies to determine whether the public interest would be at
all served by bank control of Export I‘ragmr ing Companies. The Com-
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mittee has made this judgment now, prematurely in my view, with-
out even the benefit of bank regulatory agency participation in open

earings.

This legislation also contains amendments to the Internal Revenue
Code which lie completely outside this Committee’s jurisdiction. The
tax provisions to which I refer would make Export ;Il‘ra.dmg Compa-
nies with bank ownership eligible for DISC tax treatment; make
receipts from export trade services eligible for DISC tax benefits;
and would exclude Export Trading Companies from the require-
ments of Subchapter S relating to closely-held corporations requiring
that 20 percent of such a corporation’s annual income be domestic
income. I am afraid that the Committee’s action on the tax code is
another example of the questionable procedures that have been
followed in considering this bill. That bill should not be considered
at all by the Senate until the tax writing committees have given
detailed consideration to these tax provisions. .

On substantive grounds, I join with the Administration in oppos-
ing this major expansion of the tax benefits afforded to export
activities, . L. :

In the most recent Committee hearings on this legislation, Com-
merce Secretary Klutznick, giving the Administration’s position,
stated the following: :

Many, if not all, ETCs should be able to meet the require-
ments of present DISC legislation and benefit from DISC
tax deferral status. Modification of U.S. banking laws to
permit bank ownership of export trading companies will
effectively ex;gnd DISC coverage without requiring a.né
change in the DISC statute itself. However, to amnend DIS
legislation to cover exports of all services, as well as serv-
ices provided by other U.S. firms to export trading compa-
nies, as S, 2379 would do, would definitely alter the nature
and scope of the DISC program and substantially increase
its revenue costs. The present realities of the budget situation
do not permit such an extension at this time. 1 could also
raise questions about our international obligations in this
area and our concerns for tax equity.

Assistant Treasury Secretary Bergsten subsequently provided the
Committee with a more detailed statement of the Administration’s
position and with estimates of the potential impact of Title ITI on tax
revenues. (Giving what were styled as “conservative estimates,” the
Bergsten letter stated that the extension of DISC benefits to “services
produced in the United States” could result in revenue losses of $200
to $500 million and similar coverage of “export trade services” could
cost the Treasury $100-$200 million. I also agree with the Admin-
istration’s opposition to the amendments to Subchapter S contained
in Title IT on the ground that any legislation of this sort should be
considered within the context of the proposal by the Joint Committee
on Internal Revenue Taxation to overhaul Subchapter S. This seems
to me to be perfectly reasonable and in fact far preferable to precipi-

tous actions by this Committee. ¢
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Lastly, this legislation contains a ntmaijor revision to the Webb-Pom-
erene Act which now contains a limited exception to the proscriptions
of the Sherman Act for joint ventures which are limited to exports. I
know that the authors did not intend to make substantive %
the Webb-Pomerene exceptions. Nevertheless, I believe the
would have been better served if the Judiciary Committee—with its
antitrust expertise—had reviewed these provisions in hearings. Qnce
again, the procedure followed here to rush s bill to the Seénate floor
may not serve the public interest well. Antitrust [aws are complicated
antr they deserve careful consideration. Especially is this so with re-
to this bill which ousts the Justice Department Antitrust Divi-
sion out of the Administration of the Webb-Pomerene Act in favor
of the Commerce Department. With all due respect to the Commerce
Department, I think it fair to say that it has no expertise at all in
enforcing the antitrust laws. In my judgment, it is no answer to say -
that if Commerce makes a mistake Justice can sue them in the courts.
Courts are not administrators. Enforcement action will be at the desk
in Commerce which reviews the application for exceptions to the
antitrust laws. The Senate needs to ask itself if the public deserves
the defanging of the Antitrust Division of the Justice Department,
especially in the light of the fact that upon Commerce Department
approval carries with it immunity from suit by private parties and
state attorneys general on. be of persons who might have been
injured by reason of agreements in restraint of trade. :
. Wrrian J. Proxmrre.

Feperar, Reserve SysTEM,
: Washington, D.C., May 12, 1980.
Hon. Wnirazam Proxare,
Chairman, Committee on Banking, Housing and Urban Affairs,
U.S. Ig'emte, Washington, D.C. .

- Dear CHARMAN Proxmie: My letter to you of May 2 expressed
?;rtaixl;a rlt:se;'vationsthregargﬁn S. 2879. T?oﬂs:;s limrvatmns stem ma.kﬁ:;

om lack of sympathy with the purpose of this legislation in i _
export related services available to more firms in the U.3. Rather, we
in the Federal Reserve have substantial questions about the degree to
which banking organizations should be permitted to participate di-
rectly in, or even control, export trading companies. In that connee-
tion, we feel strongly that the tradition of separation of banking and
commerce has served the country well. To assure that separation is
maintained, while permitting a degree of banking participation in
support of export trading companies, I would suggest certain amend-
ments to the proposed bill estabilshing substantive and procedural
standards that are necessary with regard to bank involvement in such
companies.

Those recommendations, which I endorse, include the following
elements: first, no banking organization would be permitted to acquire
more than 20 percent of the voting stock of an export trading company
or to control the company in any other manner; second, not more than
50 percent of an export trading company’s voting stock could be owned
by a.n{ group of banking organizations; third, the aggregate invest-
ment by any banking organization would be limited to 5 percent of
its aggregate capital and surplus (25 percent in the case of Edge and
Agreement Corporations) in one or more export trading companies
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nor could a banking organization lend to an export trading company
in an amount which, when combined with its investment, would ex-
ceed 10 percent of the banking organization’s capital and surplus; an
export trading company would not be permitted to take positions in
securities or commodities for speculative pu ; an arms len,
relationship would be maintained in any lending activity; and the
name of the Bank could not be used in the name of the export trading
company.

Furthermore, we propose that any major commitment to investment
in an rt trading comgany—m excess, say, of $10 to $15 million—
be specifically approved by the Board of Governors in advance, As
this suggests, we believe that because of the risks that may attend ex-

rt trading company activities and the lack of experience of U.S.

and their regulators in dealing with such companies, it would
‘not be prudent to permit banking organizations to exercise control
over export trading companies at this time.

The amendments that I am enclosing for the Committee’s considera-
tion have been discussed with your staff. We, of course, would be
pleased to provide any further assistance,

- Sincerely,
Paur A. VoLCEER.
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ADDITIONAL VIEWS OF SENATORS TOWER, CRANSTON,
AND GARN

. The purpose of the Export Trading Compa.ng Act of 1980, as stated
in Sec. 102(b) thereof, is to increase United States exports of prod-

ucts and services by encouraging more efficient provision of export:
trade services to American producers and suppliers. We fully sup-

port this objective. The sooner our merchandise trade balance becomes

a surplus rather than a deficit, the healthier onr economy will be.

We are concerned, however, that this bill provides a significant
departure in the manner in which our financial institutions have tradi-
tionally operated. Throughout our history, commercial banks hare
finenced commercial activities. They have not maintained ownership
interests in commercial ventures. There are many questions that have
been raised by the provision in the bill allowing banking organiza-
- tions to obtain ownership interests in commercial ventures. These

questions relate to areas such as the safety of accounts of bank deposi-
tors, the safety of stockholder interests in banking organizations, and
the ability of banking organization personnel to manage commercial
ventures, to name a few.

Propanents of a strong banking organization role in an export trad-
ing company argue that active participation or control is necessary
because many banking organizations have foreign branches, and there-
fore. have commercial contacts both domestically and abroad.
A banking organization, it is argued, can serve as the catalyst that
will bring together U.S. businesses and foreign markets. “Bankin

_organizations” is defined by the bill to include state and nationa
banks, as well as bank holding companies, bankers’ banks, Edge Act
Corporations and Agreement Corporations.

Our primary concern is for the protection of the depositors and

" ghareholders in our commercial banks. Additionally, we are very con-
cerned about the manner in which some of these financial institutions
might operate in the future. The hearing record is virtually silent on
these questions. In almost 1,000 pages of printed testimony there are
but a few paragraphs which touch upon this area. Most of these com-
ments questioned this new role of commercial banks. Treasury Assis-
tant Secretary C. Fred Bergsten testified that:

It is a long established principle in this conntry that banks
should not be owners of commercial organizations. Giving
banks an equity interest in the success of a commercial ven-
ture could bias their lending, trust. and other activities. and
could require substantial policing to insure that such financial
relationships are based solely on sound and equitable business
considerations. The basic tenet of American law. that banking
and banking related activities should be separate from other
business practices. demonstrates the difficulty of transferring

(38)
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. to the United States the Japaness model, whgre bank-firn: re-
lationships are an integral part of the entire business and
cominercial structure.

Additionally, Paul Volcker, Chairman of the Federal Reserve
Board, has expressed reservations about an expansion of the scope for
banks to invest in commercial activities. The American Bankers As-
sociation has not appeared to testify on the bill and has no current
gosition on the proposed legislation. Several officers of commercial

anks whom we have contacted regarding this %roposal have expressed
a very cautious and “go-slow” approach to changing the powers of
banking organizations.

In summary, we are concerned about the mounting merchandise
trade deficit of the last few years. Much of this deficit results from
declining domestic business productivity coupled with increases in the
price and volume of energy imports. %Vhile we believe that export
trading companies have an important role to play in increasing export
opportunities, we do not believe they are a panaces for resolving our
balance of trade problems. The model of the export trading company
as it is known in Japan or Western Europe is not well understood bsy
American businesses. It remains to be seen how it might adapt to U.S.
business practices or how U.S. business practices might change to ac-
commcdate the model of foreign export trading companies, Until a .
better record is built as to how banking organizations might adjust to
the new climate of not only financing, but directly participating in
the management of commercial organizations, we believe it 1s wise to
proceed very cautiously in promoting this new ares of commercial
activity.

: JoaN Tower.
Arax CransTON.
JARE GagN.
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The Real Estate Investment Trust (REIT), which was pro-
claimed in the 1960’s to be the investment vehicle that would pro-
vide the small-time investor with the benefits of big-time real estate
finance,' has instead been the source in the 1970’s of large scale
litigation and heavy monetary loss for REIT shareholders and de-
benture holders.? While the concept of the “business trust’” was not

1. Greer, Realty Investment Trusts Agam Falling by Wayside, Wash. Post, June 24,
1974, at D 11.
2. See text accompanying notes 62-157 infra.
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a new one,’ the changes made in the Internal Revenue Code by
Congress in 1960 provided the tax benefits to certain of these trusts
that would enable them to compete effectively for the public's in-
vestment capital.! As the tax-free pooling of investors’ capital-in
mutual funds allows the small investor to achieve the benefits of
diversification normally available only to the very wealthy,* the tax-
‘free pooling in REITs was intended by Congress to enable the small
investor to participate in large-scale real estate development hith-
erto reserved to large syndications of wealthy investors.*

While most REITs initially met with success, eaming large
profits and paying out high dividends,” the early 1970’s found many
REITs struggling with extreme financial difficulties.* These finan-
cial problems spread among the REIT industry, eventually worsen-
ing and causing the demise of most REITs. While the factors which

3. The "Massachusetts business trust” came into widespread use during the late 1800’s.
While the structure and legal attributes were that of a trust, with trustees and beneficiaries,
the entity was basically an incorporated association, pooling the capital of the beneficiaries
in the pursuit of a single business venture. 4A R. Powrrt, RraL ProrerTy (1972).

4. Congress in 1960 amended the Internal Revenue Code through the Real Estate In.
vestment Trust Act. LR.C. §§ 856-858. A business trust, see note 3 supra. which derives most
of its income from investments in real estate, [d. § 856(c)(21-14), and which meets certain
other requirements relating to the nature of its assets, /d. § 836(c)(5), and distrihution of
income tn shareholders, /d § 837(ai 1}, will not be taxed on the trust’s income which is
distributed to shareholders. Id. § 857(h).

The concern of Congress may have been that, because the income distributed by mutual
funds was taxed only to the fund’'s shareholders, investment in traditional industrial stock
was being unduly encouraged over investment in real estate through business trusts. which
were taxed as corporations. See Thomas, Real Estate Fall-Out-REIT Collapse Puts Lots of
Property Up For Grabs. BarroN's DaiLy News Items, July 22, 1974, at 1. Therefore, the grant
of special tax henefits to REITs could have been the result of a desire to spur investment in
real estate by granting parity with mutual funds. See REIT's Face Shake-iut As Intestments
Sour, Cash Sources Dry Up, Wall St. J., Jan. 21, 1974, at 1, col. 1. See also Lynn, Real Estate
Investment Trusts: Problems and Prospects, 31 Forosam L. Rev. 73 (1962}, where the author
notes the irony of granting special tax treatment to REITs based on a comparison to mutuai
funds, but without the corresponding regulation.

It could be argued, however, that the 1960 Act actually gave REITSs & distinct tax advan-
tage over mutual funds. The income that is finally distributed to a mutual fund shareholder
has been taxed once already prior to reaching the mutual fund itself—the corporation in
whom the fund has invested has paid corporate income tax on its annual earnings. The
income distributed by an REIT, however, has not been taxed prior to receipt by the trust,
because the income is generated from earnings of a real estate entity owned by the trust itself,
or as interest on a loan made by the trust for real estate construction or development.

5. FiNancIaL INsTITUTIONS 448 (L. Farwell ed. 1966). )

6. See Biderman, After the Fall—Many Real Estate Investment Trusts Continue to
Prosper, Bargrons, Oct. 30, 1972, at 5; Kenseth, Lien Years and Fat— Real Estate Investment
Trusts are Making an Impressive Record, BARRONS, Nov. 1, 1971, at 5.

7. See text accompanying notes 38-91 infra.

8. See text accompanying notes 62-97 infra.
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caused the decline of the REIT may be many and varied,* the lack
of a regulatory or disclosure framework as the-quid pro quo for the
grant of special tax benefits to REITSs, as was done in the case of
~ mutual funds,'* was probably the most important factor.

This article will examine the structure!' and recent history'? of
the REIT industry in an attempt to isolate the factors which led to
that industry’s decline. After an analysis of the legal protections
now available to REIT investors and the effectiveness of such pro-
tections,' a federal statutory framework will be proposed that will
be intended to serve as a response not only to the problems which
caused financial disaster for the REITSs," but also to the deficiencies
in regulation that allowed for real or potential abuse of REIT share-
holders and creditors.! :

II. THE STRUCTURE AND NATURE OF THE REIT

Crucial to an understanding of many of the problems that have
befallen the REIT industry is a familiarity with the structure of an
REIT, the relationships between an REIT and the third parties with
which it deals, and the nature of an REIT's portfolio.

A. The Basic Structure of an REIT

The REIT is -basically an unincorporated association organized
for the purpose of investing the capital of many in various real estate
ventures.” While an REIT is of course cast in the form of a trust,
many of its attributes bear more resemblance to that of a corpora-
tion. First of all, unlike the usual trust, which holds legal title for
only a few beneficiaries, the REIT is required by the Internal Reve-

9. See text accompanying notes 38-97 infra.

10. The mutual fund, or investment company, industry was the subject of extensive
regulatory legislation in 1940. This legislation, the Investment Company Act, 15 US.C. §§
80a-1-80a-52 (1970), contains very specific provisions, including those relating to the capital
structure of investment companies, the duties of their trustees and advisers, and the regula-
tion of transactions fraught with conflicts of interest. For a discussion of the Investment
Company Act's provisions, the existing deficiencies, and propoeed changes to correct these
deficiencies, see Rosenblatt & Lybecker, Some Thoughts on the Federal Securities Laus
Regulating External Investment Management Arrangements and the ALl Federal Securities
Cude Project, 124 U. Pa. L. Rav. 589, 590-654 (1976).

11: See text accompeanying notes 16-31 infra.

12. See text accompanying notes 32-99 infra.

13. See text accompanying notes 100-158 infra.

14. See text accompanying notes 196-208 infra.

15. See text accompenying notes 158-194, 208-214 infra.

18. See text accompenying note 6 supea.



330

1978} COLLAPSE OF THE REIT 455

nue Code to hold title for at least 100 beneficial owners."” In addi-
tion, investment by the public in REITs has taken the form of
debentures in addition to that of stock,'* which is a form of financing
uncommon to trusts. Finally, the trustees of an REIT perform their
duties much like the directors of a corporation—exercising only gen-
eral control over the REIT and delegating the day-to-day operation
of the trust to third parties.”

The delegation by the trustees of the day-to-day operation of
the REIT is done by contract to an “investment adviser,” who most
often is the promoter or sponsor of the REIT.? In return for the
“adviser’s fee,” this adviser is also responsible for locating suitable
investment opportunities.? The role of “investment adviser” has
been filled most often by commercial banks, but insurance compa-
nies and mortgage bankers have also performed this function.?

B. .The Nature of an REIT’s Portfolio

There are two basic types of REITs, the classification of which
is based upon the nature of the REIT’s holdings. One type of REIT

17. LR.C. § 856(a)(6).

18. When [s'a Lemon A Lemon?, Forags, Mar. 15, 1974. at 63. See also A REIT Files
for Protection Under Chapter 11, Wall St. J., Mar. 18, 1974, at 5, col.1, where it is reported
that out of a total debt of $57 million, Associated Mortgage Investors owed $10 million to some
885 holders of junior debentures.

19. Kelley. Real Estate Investment Trusts After Seven Years, 2'3 Bus. Law. 1001, 1006-
07 (1968). See generally Parker, REIT Trustees and the “Independent Contractor™, 48 Va.
L. Rev. 1048 (1962).

20. Korobow & Geison, REIT's: Impact on Mortgage Credit, 40 APPRAISAL J. 43 (1972)

21. Real Estate Trusts Consider Lowering Fees Paid to Aduisers, Wall St. J., Apr. 26,
1973, at 32, col. 1. '

22. For example, the nation's largest REIT for a time was Chase Manhatten Mortgage
& Reaity Trust, whose adviser and sponsor was Chase Manhattan Bank. REIT's Display
Serinus Market Malady, Wash. Post. July 21, 1974, at F 1. col. 1. Annther of the largest REITs
was Connecticut General Mortgage & Realty Investments, whose sponsor and adviser was a
subsidiary of Connecticut General Life Insurance Corporation, Hartford. Connecticut Gen-
eral Mortgage Is Changing Basis of Advisers Fee, Wall St. J., Mar. 21, 1974, at 5, col. 1. The
investment adviser to North American Mortgage investors and Mortgage Growth Investors
was Sonnenblick-Goldman Corporation, a major mortgage banking concern. Abele, Real
Estate Trusts, N.Y. Times, Nov. 28, 1971, at 6, col. 1. Much of the impetus for the creation
of REITs by banks and insurance companies was provided by underwriters who were anxious
to collect big underwriting fees and commissiona from peddling shares in the open market.
Robertson, Hou: the Bankers Got Trapped in the REIT Disaster, FORTUNE, Mar., 1975, at 113;
REIT's Face Shake-Out as Investments Sour, Cash Sources Dry Up, supra note 4.

While there existed very few REITs not sponsored by a commercial bank. insurance
company, or mortgage banker, some of these independent REITs were among the largest and
most successful in the industry. For example, Continental Mortgage Investors and First
Mortgage Investors, who were among the ten largest REITs in the early 1970's, used publicly-
held investment firms as their advisers. Biderman, supra note 6.
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is the “equity’ trust,® which uses its funds to actually purchase
income-producing properties such as apartment buildings, shopping
centers, and other rental properties.”* These properties are not ac-
tually operated by the REIT itself, but by management companies
hired by the trustees of the REIT.® “Equity”’ trusts were the initial
form of REITs and have performed well and dependably over the
long run.*

The second type of REIT is the “mortgage trust,” which spe-
cializes in the financing of real estate properties.” These trusts func-
tion much as commercial banks would, lending funds for construc-
tion as well as for long-term development.® The profits of these
trusts are generated by the “spread’” between the interest earned on
outstanding mortgages and the cost of capital used by the REIT to
make the loans.” While some mortgage trusts invest their funds in
long-term instruments, most of the REITs existing in the early

23. "Equity” trusts may be further subdivided into five categories, once again based
upon the nature of their holdings:

(1) exchange-trust—the heneficiaries of such a trust exchange property they
own for a beneficial interest in the truat;

(2) blank check trust—the trustees are authorized to purchake property of any
kind, so long as it in their best judgment possesses good “investment potential’;

(3) purchasing trust—the trustees have authority to purchase only specific
properties described in the prospectus by which an offering is made:

(4) mixed trust—some of the trusts’ funds may be used to purchase as a ““blank
check trust” would, while the remainder is used to purchase specific properties as
described in the prospectus; and

(5) existing trust-—this type of trust has already purchased the properties it
wishes to operate; the advantages it offers are that the original costs have already
been paid, and the trust's management is seasoned and proven.

See Godfrey and Bernstein, The Real Estate Investment Trust—Past, Present and Future,
1962 Wis. L. Rev. 637, 665-66 for a discussion of these basic types of “‘equity” trusts.

24. REIT’s Display Serious Market Malady, supra note 22,

25. Thia is true not because REITs find it more efficient or convenient to contract with
others to perform this function, but because the Internal Revenue Code forbids any REIT
trustee to be an officer or employer of, or have a proprietary interest in, any independent
contractor which furnishes or renders services pertaining to trust property or manages or
operates such property. [.LR.C. § 856 (1970). This provision was motivated by the desire of
Congress to give “conduit” tax treatment only to those trusts principally involved in the
mere ownership of real property interests, rather than the realization of income from the
active management of real property or the provision of associated service functions, as would
be the case for operators of hotels, apartment complexes, etc. See Parker, REIT Trustees and
the "Independent Contractor,” 48 Va. L. Rev. 1048 (1962).

26. REIT's Display Serious Market Malady, supra note 22.

27. Id.

28. New Lows for the Once Mighty REIT's, Bus. Weex, Apr. 20, 1974, at 82, col. 1.

29. REIT's Face Shake-Out As Investments Sour, Cash Scurces Dry Up, note 22 supra.
The “‘spread™ for an REIT is the difference between the REIT's cost of capital (whether paid
in interest or dividends) and the rate of interest the REIT charges on its loans.
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1970’s invested in high-yielding, short-term mortgages, such as
construction and development loans and interim financing.”* The
mortgage trusts are quite susceptible to downturns in the economy,
however, and have suffered from financial dxfﬁcultxes much more
than “‘equity’” trusts.®

III. THE Rise aND FaLL oF THE REiIT—A Brier History

. While the REIT industry officially began with the 1960 amend-
ments to the Internal Revenue Code,” there was no appreciable
growth or economic activity until the late 1960’s. Until that time,
there existed only a handful of “equity” trusts® that derived their
income from rentals produced by the real estate properties they
owned.* The revenues generated by these propemes came chiefly
from long-term leases, so that the rapidly increasing cost of infla-
tion resulted in a fairly low rate of return.’® While the performance
of these early REITs was quite dependable, and there was an ab-
sence of any notable failures,® the low rate of return restrained any
excitement that might have existed in the investment community,
and total REIT assets stood at only $1 billion in early 1968.%

 The turning point came shortly thereafter, however, when some
of the largest REITs experimented with investing their funds in
short-term mortgages, such as construction and development loans,
which were made at much higher interest rates than those of long-
term mortgages.®* Combining this loan strategy with a high degree
of leverage, by borrowing heavily from commercial banks and the

30. See, e.5.. Abele, supra note 22. There also existed, of course, REITs that invested
their funds in both equites and mortgages. B.T. Saul Real Estate Investment Trust. for
example, was such a “hybrid"” trust. Biderman, supra note 6.

. 31. REIT's Display Serious Market Malady, supra note 22.

32. LR.C. §§ 856-868.

33. See notes 23.26 supra and accompanying text for a discussion of the characteristics
of an equity trust.

34. For example, two of the oldest REITs in existence today are American Realty Trust
and Real Estate Investment Trust of America, both of which are equity trusts which_have
maintained steady but fairly modest dividend rates. Lurov, Out of the Cellar? The Market
is Down on Real Estate Investment Trust Warrants, Barron'’s, Mar. 27, 1972, at 5, col. 1.

35. The eamnings of equity trusts during this period tended to average approximately
three to four percent above the trusts’ cost of capital. Kenseth, note 6 supra.

8. REIT's Face Shake-Out As Investments Sour, Cash Sources Drv Up, supra note 4.

37. Abele, supra note 22.

38. Twoof these REITs were Continental Mortgage Investors and First Mortgage Inves.
tors, who also were the largest of the REITs unaffiliated with a major hank. insurance
compeny, or mortgage banker. Kenseth, supra note 6.
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public,® led to impressive growth both in terms of earnings and in
total portfolio assets.*

This extraordinary development of course did not go unnoticed,
and many real estate promoters and medium-size financial institu-

- tions began to set up their own REITs."' Most of these REITs, how-
ever, invested their funds in long-term mortgages and not in the
shorter term construction loans.® It was at this time, though, that
spectacular growth occurred due to the *“credit crunch” of the late
1960’s.** Because this ‘‘money squeeze” caused. commercial banks,
the traditional supplier of loans for real estate development, to re-
strict large lending to their most favored corporate customers, there
existed a wealth of development opportunities in which REITs
could invest.** The REIT industry took advantage of these oppor-
tunities, further improving their already impressive record and lur-
ing major financial institutions into the establishment of affiliated
REITs.#

During this period of approximately two years, it was quite easy
for the average REIT to obtain an infusion of public capital. The
stock of some of the larger REITs was selling at thirty-six times
earnings, and shares in new offerings were selling for a twenty to
thirty percent premium on the day of issue.* In addition to tapping
the equity capital market, REITSs also sold junior debentures to the-
public and issued their own commercial paper.* This easy access to
the investment capital market came briefly to an end in late 1969

39. Note, Real Estate Investment Trusts: A Current Assessment, 39 BROOKLYN L. Rev.
590, 602 (1973). Leveraging, which is the incurring of debt in amounts greater than sharehol-
ders’ equity, can greatly increase earnings, especially for an REIT. If an REIT can continue
to borrow funds at an interest rate lower than that at which it loans out the funds, maintain-
ing its “spread.” the total amount of earnings will of course increase. See Robertson. supra
note 22, at 169.

40. Lurov, supra note 34.

41. Thomas, supra note 4.

42. REIT’s Face Shake-Out As Investments Sour, Cash Sources Dry Up, supra note 4.

43. The term “credit crunch” refers to the situation that exists when the Federal Re-
serve Board raises the interest rate at which member banks of the Reserve borrow money. or
reduces the amount of money it is willing to lend. One mortgage banker has argued that be-
cause REITs flourish in this type of situation, lending funds to spur real estate development
and construction, they act to defeat the policies of the Board because it often raises interest
rates to depress the housing industry. Ostema, Back to Basics in Real Estate— Trusts Tried
Innovations That Served No Nne Well, N.Y. Times, July 14, 1974, at F 12, ¢ol. 1.

44. Thomas, supra note 4.

45. Kenseth, supra note 6.

46. Id.

47. Robertson, supra note 22, at 113.

§6-942 0 - 80 - 22
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and early 1970, however, when the price of REIT stock took a drastic
plunge.“

While there had occurred no erosion in the earnings of REITSs
that could have precipitated such a downturn, the investing public
appeared to be concerned about the future of the REIT industry for
several reasons. First of all, the number of REITs had increased to
130 from merely several a few years earlier, causing fears of a glut
on the market.” Analysts were also concerned that declining inter-
est rates would cause a decrease in earnings® and that a sluggish
economy could lead to defaults on many of the loans in mortgage
REIT portfolios.®* In addition, there existed a real possibility that,
under the law of several states, the shareholder of an REIT could
be held liable for its unsatisfied debts.*?

As a result of a combination of factors, however, the REIT
industry recovered in late 1970 and early 1971 to the status of
“glamour industry’’ that it possessed before. One reason for the
recovery was the fact that REITs seemed able to maintain a high
level of earnings during a period of declining interest rates by using
the time lag between a change in the borrowing rate and “pegging”
of a mortgage rate to adjust to the situation.®® Indeed, if a loan
commitment had already been made at a specific interest rate, the
REIT could increase its ‘“spread” on the loan by obfaining the
needed funds at the present lower interest rates.’

Yet another reason for the resurgence of the REIT industry was

48. For example, the price-earnings ratio for stock of Continental Mortgage Investors
decreased from thirty-six times earnings to twelve times eamnings, and shares of American
Century Mortgage Investors, which specialized in short-term loans, dropped 25% below their
offering price in two months. In addition, new issues were invariably sold at a discount, rather
than at the premium that existed before. Kenseth, supra note 6. )

49. Abele, supra note 22.

50. Declining interest rates would mean that more money would be available to finan-
cial institutions that compete with REITs for loan opportunities. This might drive down the
interest rate charged by REITs, thereby reducing the spread that generates income. Lurov,
supra note 34. .

51. Obviously, if the developer of an industrial park or the owner of a condominium
project cannot find tenants or buyers, they will be unable to repay the ioans made by the
REIT.

52. Under the common law of several states, shareholders of a trust will be held person-
ally liable for th- unsatisfied debts of the trust, as they would be if they were partners and
the trust a partnership, if the powers of the shareholders grant “control” over the trustees as
to the operation of the trust. 4A R. PowgLL, REAL ProrerTY § 573 A-1, at 463 (1972). For a
more detailed discussion of this problem see the text accompanying notes 164-166 infra.

53. Kenseth, supra note 6, at 6. “Pegging” of an interest rate hy an REIT occurs when
the loan agreement specifying an interest rate is executed.

54, Id
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the imposition of a freeze on corporate dividends by Phase 2 of the
Nixon White House’s wage and price controls.*® While ordinary cor-
porations were forbidden from increasing their dividends, the REITs
were required by law to pay out almost their entire annual earn-
ings,* so that as REIT earnings increased, so did their dividends.”
By the late fall of 1971, the total assets controlled by REITs had
reached a high of $6 billion and their earnings record had made
them “‘the darlings of Wall Street.””*® While this rapid growth was
checked briefly by the extremely pessimistic announcement of a
trustee for the nation’s largest REIT,* the REIT industry continued
to attract large amounts of capital from both individual investors
and financial institutions, pushing the REIT asset total to nearly
$20 billion by late 1973% and the number of trusts to nearly 200.%

Ironically this period of phenomenal growth and prosperity,
however, also was the origin-of many of the problems later to face
REITs. As the number of REITSs increased, along with the amount
of money available to be loaned from that industry, competition
among REITs for existing investment opportunities became quite
fierce.? In addition, interest rates began to decline for commercial
banks, allowing them to re-enter the real estate development indus-
try and provide still more competition for the REIT industry.® The
effect of this increased competition was to force REITs to lower the
traditional lending standards they had previously followed, because
there were only a limited number of prime investment opportunities

55. Biderman, supra note 6.

56. Lurov, supra note 34.

57. Id.

58. Ostema, supra note 43. ’

59. On November 18, 1971, Durand A. Holladay, the secretary and trustee of Continen-
tal Mortgage Investors (CMI), announced that CMI would suffer a decline in its earnings for
the first time in its history. Mr. Holladay also predicted a decline for the REIT industry in
general. The decline, he said, would occur because REITs, pressured by competition from
their increasing numbers, were relaxing, if not totally eliminating, traditional lending stan-
dards. BARRON'8, Nov. 1971, at 19; Retreat of the REIT, Newswezx, Dec. 8, 1971, at 87. While
this announcement caused a fifteen to twenty percent drop in REIT stock prices, most REITs _
had recovered by early 1972. Biderman, supra note 6.

Ironically, Mr. Holladay and several other former officers of CMI were later named as
defendants in an SEC action which charged them with covering up CMI's shaky financial
condition and conspiring to “maintain and increase” the “exhorbitant’”’ management fees
paid to CMI's investment adviser. Former Officers of Continental Mortgage Cited With Eiice
Waterhouse in SEC Suit, Wall St. J., Jan. 17, 1978, at 8, col. 2.

60. REIT’s Face Shake-Out As Investments Sour, Cash Sources Dry Up, supra note 4.

61. Benger, Banks’ Dismay on REITs, N.Y. Times, Sept. 29, 1974, at F 2, col. 1.

62. Note, supra note 39, at 611-12.

63. Thomas, supra note 4, at 1.2,
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available.* As a consequence, many risky mortgage loans were
made that would not have been made before, loans that would come
back later to haunt the REITSs that made them.* It was in mid-1973,
with the building and real estate development market saturated,*
that inflation,” a sluggish economy,* and the energy crisis® began
to take their toll on the REIT industry. Builders were having great
difficulty: completing their projects, because materials and energy
_ became scarce,”™ and developers of condominiums and apartments
found it almost impossible to bring down high vacancy rates.” Inter-
est rates had also begun to rise at this time, making it extremely
difficult for builders to refinance their REIT construction loans by
obtaining a long-term mortgage from another source.” As a result
of these difficulties, many builders and developers began to default
on their loans,” and because the REIT industry had come to be
dominated by trusts specializing in such short-term financing,™
they were hit especially hard.

The problems that borrowers from REITs were having, how-
ever, did not immediately affect the fortunes of most REITs. The

64. Ostema, supra note 43. Another reason for the RETT s lack of caution and investiga-
tion in making these loans may have been impatience to put “easy money’ to work as soon
as possible. See Lessons from Two Building Binges, Fourura, Mar. 1975, at 34, col. 2.

"65. See text accompanying notes 73-74 infre.

66. Thomas, supra note 4, at 2.

67. Carberry, Heard on the Street, Wall St. J., Sept. 9, 1974, at 27, col. 1.

68. Benger, supra note 61. ’

69. As we canall well remember, the OPEC o0il boycott began after the 1973 Arab-laraeli
War and energy sources were quite strained for several montha.

70. New Louws for the Once Mighty REITs, Bus. Weax, Ape. 20, 1974, at 82, 84,

71.  Another reason for some of the problems faced by condominium developers was the
‘“discovery” in 1973 that the sale of a condominium might invoive the offering or sale of a
security, which meant that condominium developers and promoters might be brokers or
dealers under the Exchange Act and subject to the registration requirements of section 15 of
the Act. SEC Securities Act Release No. 5347, Jan. 4, 1973, Fro. Szc. L. Rer. (CCH) § 79,163.
Whatever its causes, the downturn in the condominium market was devastating for most
REITSs, because so many of the investments made by REITs were in recreation and second-
home areas. One financial service estimated that approximately 50% of REIT loeses came
from the financing of such aress. Bad Investments, Twx New Rxrusuc, Apr. 19, 1975, at 8.
Many other investments were in office buildings, which suffered from a lack of business
expansion in a depressed economy. Id.

72. One commentator has argued that one of the primary causes of the problems faced
by REITs was their grant of construction loans without obtaining a mortgage commitment
for long-term financing. Ostema, supra note 43. In a period of rising interest rates, the builder
upon completion finds his equity wiped out when he seeks to arrange for long-term financing.
As a consequence, the REIT will have trouble collecting on its construction loan.

73. Robertson, supra note 22, at 115, 168.

74. Lamson, The Uneasy Partnership of Banks and REITa, N.Y. Times, Mar. 2, 1975,
at F 1, col. 1.
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method of accounting used by the REITs allowed them to accrue
interest income even though cash payments were not being re-
ceived.” Moreover, second loans were made to many troubled bor-
rowers that covered up the problems with the initial loan.”® Accord-
ingly, because the earnings and growth reported by REITs were not
affected, their access to the capital markets, both debt and equity,
was not impaired.”

With a series of notable defaults, however,” the accounting
firms that audited REITs, fearful of later lawsuits by bilked share-
holders, began to require their clients to obtain appraisals on prop-
erties held and analyses of problem loans.™ Once this process was
begun, the auditors found great numbers of loans whose ultimate
collectibility was in doubt. As a result of these findings the auditors
required additions to a loan-loss reserve, or the halting of interest
accrual. Accordingly, those requirements greatly decreased the
REIT’s 1973 earnings.® With the decrease in earnings came a fall
~-in stock prices and a loss of favorable ratings for debt issues, which
effectively foreclosed most REITs from the capital market."

The first crisis that appeared for REITs as a result of this “cash
crunch” was the possibility that they would be forced to default on -
approximately 34 billion of short-term commercial paper.”? While
the banking industry was reluctant at first to help the REIT indus-
try refinance its commercial paper,® many large loans were made
in response to pressure from the Federal Reserve Board.™ In addi-

75. Robertson, supra note 22, at 115; When Is a Lemon A lemon? supra note 17.

76. Robertson, supra note 22, at 114-15.

77. Lurov, supra note 34.

78. On December 27, 1973, the various real estate interests of Walter J. Kassuba, which
together made up one of the largest real estate “‘empires,” filed for protection under Chapter
11.. Included in the list of creditors were at least a dozen REITs with claims of over $110
million. Kassuba Is Said to Have Loans Outstanding of $110 Million by About 12 Realty
Trusts, Wall St. J., Dec. 28, 1973, at 7, col. 1.

79. Auditors Ask Northern States Mortgage Trust For Some Reappraisals, Wall St. J.,
Mar. 27, 1974, at 11, col. 1; Audits Become Painful for Some REITs That Focus on Mortgage,
Building Loans, Wall St. J., Mar. 14, 1975, at 22, col. 1.

80. Capital Mortgage Says Second Period Earnings Will Fail Substantially, Wall St.
J., June 27, 1974, at 8; For ‘73 First Wisconain Mortgage Trust Finally Posts $2.3 Million Loss,
Wall St. J., Sept. 3, 1974, at 19, col. 1.

. 81. In 1974, eig!een of the twenty biggest losers on the New York Stock Exchange were

REITs, and among them were the five largest REITs. Robertson, supra note 22, at 114, For a
discussion of the withdrawal of ratings on REIT debt issues see Bank America Realty and
IDS Reaity Lose Moody's Paper Rating, Wall St. J., Feb. 21. 1975, at 4, col. 1.

82. Robertson, supra note 22, at 113.

83. M.

84. A former member of the Federal Reserve Board testified to the House Banking
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" tion, many REITs were able to convince their creditor banks to

execute “‘revolving credit agreements’ that would combine the re-
sources of the banks in new lines of credit and orchestrate their
repayment.® Many banks refused to join in such agreements, how-
ever, sometimes successfully bringing suit to recover their loans or
foreclose on their security.* Many other REITs were simply unable
to negotiate a workable arrangement with creditor banks and were
forced during 1974 and 1975 to seek protection in Chapter 11 of the
Bankruptcy Act.¥

For many banks, however, Chapter 11 or any other orderly lig-
uidation procedure was the last alternative they wanted the REITs
to choose. Any such procedure would require the banks to recognize
huge losses on the loans that had been made to REITSs, which would
have-greatly impaired the banks’ ability to raise capital and cast
doubt on their financial strength in the eyes of the banking com-
munity.® Pride was also at stake for many of these banks, because
the most troubled REITs often were sponsored by a major bank and
bore the same name.*™ As a result, many of the major banks began

Committee in February of 1975 that the "'Fed’s” directors were afraid that a series of REIT
failures would lead to a financial panic. Bad Investments, suprs note 71.

85. See, e.g., Barnett REIT Gets Credit Pact for $183 Million, Wall St. J., Feb. 12, 1975,
at 6. col. 1; First Mortgage Gets $400 Million of Credit From 100—Bank Group, Wall St. J.,
June 27, 1974, at 18, col. 1; Security Mortgage Sets One-Year Accord With Lending Banks,
Wail St. J., Nov. 25, 1974, at 30, col. 1.

86. See, e.g., Robertaon, supra note 22, at 172.73; /DS Realty Trust Sued By Creditor
Seeking 810 Million Payment, Wall St. J., Mar. 22, 1976, st 10, col. |; Security Mortgage
Savs Banks Are Calling 396.1 Million of Debt, Wall 8t. J., Oet. 17, 1974, at 35, col. 1.

Problems with a “hold-out” bank can also of course arise after a credit arrangement has
been negotisted with several banks. For example, Fideico Growth Investors was recently
forced into a defsuit when one of the banks refused to go slong with a proposed one-year
reduction in interest payments. Wall St. J., Jan._ 10, 1978, at !, col. 2.

87. See, e.g., A REIT Files for Protection Under Chapter 11, Wall St. J., Mar. 18, 1974,
at 5, col. 1; Chapter 11 Status For Continental Trust Is Sought, Wall St. J., Mar. 9, 1976, at
5, col. 1; Fidelity Mortgage Files for Protection Under Chapter 11, Wall St. J., Jan. 31, 1975,
at 4, col. 2. In such a situation, it is always possible that the Securities and Exchange
Commission (SEC) may move for a transfer of the petitions to Chagtar 10, if there exist many
public shareholders and a complex financial structure. Such a tranafer would place control
of an REIT"s assets in the hands of a court-appointed trustee and might in fact not be in the -
shareholders’ interests if the trustee is not experienced in real sstate finance. See, ¢.g., SEC
Moves to Switch Continental Mortgage REIT Into Chapter 10, Wall St. J., May 10, 1976, at
10, col. 1,

88. For example, one of the nation's largest banks was forced to call off the sale of
convertible debentures due to the widespread concern in the investment community over the
bank’s loans to several troubled REITs. Chemical Bank Parent Cancels Debt Sale Due to
Investor Concern Over REIT Loans, Wall St. J., Mar. 31, 1975, at 3, col. 1.

89. Samuelson, Troubled Friend at Chase Manhattan, Trz New Rp\mc, Nov. 15,
1975, at 13-15.
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in late 1975 to negotiate a purchase of properties and loans held by
REITSs in return for cash payments badly needed by the REITs.*
Many other creditor banks later effected an exchange of REIT prop-
erties and loans for a cancellation of debt owed to the bank (herein-
after referred to as a SWAP)." While the Securities and Exchange
Commission (SEC) expressed extreme displeasure at these transac-
tions,” SWAPs appeared to be the perfect solution for creditor
banks—REIT properties and loans were transferred to the bank and
recorded at the high market value of previous years, so that no losses
were suffered by banks on the cancellation of debt,* and the banks
ended up with title to specific assets on which management exper-
tise and local market knowledge could be brought to bear.* Such
an exchange also greatly benefited the REIT—any “‘cancellation of
indebtedness’ income*® boosted the REIT's earmings, with no ad-
verse tax effects because of such an REIT’s normal loss position,
which consequently increased earnings per share and the equity/
debt ratio, thereby improving the REIT’s chances of raising new
capital,

Those REITs that could not negotiate these arrangements with
their creditor banks found themselves in 1978 totally controlled by
the banks as consideration for the large loans made to keep the
REIT afloat.® The problems were often compounded by sharehold-
ers and noteholders who refused to allow their trustees to pledge
assets to their creditor banks, and who demanded other actions from

90. See, e.g., Builders [nvestment Says It Sold Creditors $14.5 Million of Loans, Wall
St. J., Apr. 23, 1975, at 17, col. 1; Chase REIT Discloses a Program to Sell 3150 Million of
Its Assets to Chase Bank, Wall St. J., Sept. 16, 1973, at 8, col. 1.

91. See, e.g., Barnett Mortgage Gets Bank Accords on SWAP of $82.1 Million Assets,
Wall St. J., Nov. 20, 1975, at 34, col. 1; Stuart, Reaity Trusts Try to Reduce Debt With Asset
Swaps, N.Y. Times, Nov. 24, 1975, at C 53, col. 1.

92. The SEC’s main concern was that the losses realized by the banks on thou' REIT
investments might be led from irwestors by these transactions. See Realty Trusts Raise
Cash, Repay Bankers By Giving Up Assets, Wall St. J., Jan. 5, 1978, at 1, col. 1; SEC
‘Sleeper’ on Swaps of REIT Assets May Cause Banks to Halt Such Programs, Wall St. J.,
Mar. 30, 1976, at 15, col. 1.

93. See text accompariying notes 174-75 infra for a discussion of this pearticular onctxn
of the transaction.

94. It would seem that banks would be more satisfied with an arrangement of this sort
because their ability to protect their investment is much less under the other alterne-
tive—remaining the holder of a small undivided interest in svery ssest of the REIT.

96. LR.C. § 611(s)(12). The amount of income recognized by the REIT would of
course depend on how far its basis in the aseets transferred had been written down by previous
charges to income that reflected the decressing vaiue of the underiying debe.

98. Carberry, Banks Seek to Impose Tough Conditions on Troubled REITs; Some Hold-
ers Rebel, Wall St. J., June 1, 1977, at 34, col. 1.
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the trustees to protect the holders’ investments.” The cumulative
_ effect of these developments continued to force REITs into Chapter
-11 of the Bankruptcy Act, as the pressures from lendor banks and
noteholders begen to reduce management discretion to an unaccept-
able level.” By mid-1977, it appeared that only a few REITSs, most
of them equity or long-term mortgage trusts, remained as viable
entities with a realistic future as an investment vehicle.” It seems
certain, however, that those REITSs that have disposed of their fore-
-~ closed properties, reduced their substantial bank debt, and ob-
tained fresh sources of capital, have an excellent chance of gaining
_ a share of the prosperity offered by a reviving real estate market.

IV Present RzGuLaTiON OF RErTs AND ExisTING AVENUES OF
Repaess ron THER SHARINOLDERS

¢  While there was enacted no general regulatory scheme for the
REIT industry upon its creation in 1980, it would seem that REITSs -
would be subject to the provisions of several federal statutes.'™ The
objective of this section is to examine the actions brought under
these statutes in order to determine whether their application has
provided sufficient regulation of the REIT industry and effective

protection for those who have invested their capital in it. No part
of this discussion is meent to imply that a special exception should
be made for REITSs within each statute; rather, this discussion will
suggest that the present “patchwork” regulation by many statutes

97. Id.; Small Bondholders Thresten to Scuttie Realty-Trust Rescue, Wall St. J,, Oct.

28, 1973, at 1, col. 1 (bondholders refused to eccept lass than face value in proposed redemp-

tion of their indenturss, which would heve given creditor banks sn unchallenged security

interest).
98, Justice Mortgage Files for Court Protection Undcr Beraruptcy Act, Wall St. J.,

" Jan. 3, 1978, at 8, col. 4 (befare succum bing to preamires from various interested parties, this

. Texsn REIT tried an asset exchange program with its lendor banks and a tender offer to its
noteholders).

i 99. Carberry, Improved Pictures for Some REITs Prompts Analysts to Look at Specula- -
tive Investments, Wall St. J., Aug. 29, 1977, ot 23, col. 1; Troubled REITs Face Added
Uncertainties As Notes Come Due, Wall St. J., Aug. 27, 1976, at |, col. 1.

100. While it is beyond the scope of this articie to anslyze the verious state common
law causes of action that may be available, it should be noted that an REIT shareholder

- should have a viable cause of action should he allege self-desling by REIT trustees, excessive

compenaetion for the investment adviser, diversion of eaimess opportunity from the REIT,

failure of the advissr to render impartial advice, or sale of the sdviser's office. E.g., Greenspun -

_v. Bogen, 92 F.2d 375 (1st Cir. 1974); Scheinbaert v. Certain-teed Prods. Corp., 367 F. Supp.

. W (8.D.N.Y. 1973); Schmeiber v. Northwestera Mut. Life Ins. Co., 361 F. Supp. 625
(8.D.N.Y. 1973). )
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is not sufficient and certainly not as efficient as would be one regula-
tory statute enacted specifically for the REIT industry.

A. The Internal Revenue Code

When one is searching for regulatory provisions affecting a par-
ticular industry, the initial inquiry should, of course, focus upon the
statute that created that industry. While section 856 of the Internal
Revenue Code establishes many tests that an REIT must meet an-
nually in order to qualify for its special tax treatment,"! the overall
objective of these tests is to ensure that the REIT is truly acting as
a mere conduit for the pass-through of real estate investment in-
come to many small investors and not to regulate the conduct of the
industry.'®

101. See note 4 supra for a discussion of these tests.

102. While it is the purpose of this article to discuss the possible regulation of REITs
as an investment vehicle, and not the tax rules which should be applied to the industry, it
should be noted that the Tax Reform Act of 1978 made many significant changes in the tax
rules applicable to REITs. The Act climaxed an effort of several years by the National
Aseociation of Real Estate Investment Trusts to reduce the inflexibility of the statutory
framework that had existed befors and to maks compliance with the various statutory re-
quirements much easier for the average REIT. See a report by G.N. Buffington, Executive
Vice President and General Counsel of the National Association of Real Estate Investment
Trusts, reported at 4A R. Powm,, Twx Law or Rzl Prorexty § 573C(4]{e] n.108 (Rohan
ed. 1977). See also Statement by Congressman Landrum in sporsoring H.R. Rxr. No. 11083,
934 Cong., 1st Sess., 119 Cona. Rac. 34330 (1973) (1973 legislation which was later adopted
as part of the TRA); H.R. Rer. No. 34-658, 94th Cong., 1at Sess. 354 (1976) and S. Ree. No.
94-938, 34th Cong. 2d Sess. 462 (1976) (reporta of the House Ways and Means Committee
and Senate Finance Committee on the TRA).

Some of the provisions of-the Act that were quite favorable for the REIT industry are as
follows:

1) where underdistribution of dividends is inadvertent, the REIT will no longer be

disqualified ffom treatment as a conduit (no corporate tax), but will be allowed to

pay additional dividends which will relate to the year in question. LR.C. § 859.

'2) REITs will no longer be disqualified by holding property primarily for ssle to

customers, but will instead suffer a 100% tax on any such income, a small price
compared to taxation of an REIT's entire income upon disqualification. LR.C. §

856(c)(7).

3) REITs will no lonnr be disqualified when they inadvertently fail to meet either

the 90% or 75% income source test; only a confiscatory tax on the RETT s net income

attributable to the amount by which it failed either of the tests will be imposed.

LR.C. § 856(c)(7).

4) In meeting the “source of incoms” tests, an REIT may include rm\uls from

. incidental personal property. I R.C. § 858(d)(1).
5) Also included in meeting the “source of income™ test now are commitment fees.
LR.C. §4856(c)(2)(G)-(3)(G).
6) REITs may now incorporste, which eliminates many of the burdens formerly
borme by REITs. LR.C. § 856(a).
7) Net operating losses may now be deducted by REITs. Section 1606(a) of the Tax
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It was argued for a brief time, however, that one provision of
section 856 could require that an REIT’s trustees be completely
independent of the trust’s investment adviser.'® That provision of
section 856 provided that the trustee of an REIT could not be an
officer or employee of, or have any proprietary interest in, any
“independent contractor” that furnishes services pertaining to trust
property, or who manages or operates such property.'* This require-
ment seemed to have as its objective, however, not the elimination
of a potential conflict of interest, but rather the guarantee that an
REIT would act only as the “conduit” collector of passive real estate
investment income and not the active manager of real estate proper-
ties or the vendor of associated service functions.'® So long as the
investment adviser is not providing services to tenants,'™ or actively
managing the real estate property itself,'” it would appear that

-section 856 would not forbid the affiliation of an REIT trustee with
the trust’s investment adviser. It would appear, therefore, that the
Internal Revenue Code provides little if any regulatory framework
for the conduct of an REIT.

B. The Investment Company Act of 1940

Despite the fact that REITs are basically mutual funds with a
portfolio consisting of interests in real estate instead of in shares of
stock or other securities, it has been long acknowledged that REITs
are excluded from the definition of an investment company.'* Thus,
the Investment Company Aet of 1940 has no application to the
REIT. Nevertheless, while the SEC has found that the REIT indus-

Reform Act struck out LR.C. § 857(b)(2XE), which previously prevented such a

deduction.

8) REITs will no longer have to pay a capital gains tas when an overall loss for the

year is suffered. L.R.C. $§ 857(B)(2)-(31G). i

103. Parker, REIT Trustees and the “Independent Contractor,” 48 Va. L. Rev. 1048
(1962).

104. Treas. Reg. § 1856-1(d)(1)(1967).

105. Kahn, Taxation of Real Estate Investment Trusts, 48 Va. L. Rzv. 1011, 1020
(1962).

106. Carroll, Tax Policy for the Real Estate [nvestment Trust, 28 Tax. L. Rev. 299, 336-
40 (1973).

107. Kelley, Real Estate Investment Trusts After Seven Years, 23 Bus. Law. 1001, 1006-
07 (1968).

108. Note, supra note 39, at §15. This opinion is based upon section 3(¢){5)(C) of the
Act, which excludes from the definition of investment company any person who is primarily
engaged in the business of ‘‘purchasing or stherwiss ecquiring mortgages and other liens on
and interests in real estate”. /d.



343

468 | TEXAS:TECH LAW REVIEW [Vol. 9:451

try is not in need of a comparable regulatory framework,™ .some
commentators have called for a regulatory scheme similar to that
of the Investment Company Act."* :

C. The Securities Act of 1933

Becauae REITSs depend a great deal upon periodic infusions of
_cash from the equity markets,'"! it would seem that the disclosure
' requirements and protections of the Securities Act of 1933' (‘33
Act) could play an important role in controlling some of the major
abuses within the REIT industry.!? Indeed, causes of action against
REITs under sectlons 11 and 17 have been upheld by several
. courts R
There exist several problems, however, thh respect to reliance
upon these sections to provide a sufficient check upon the activities
of an REIT. First of all, these sections operate only to require com-
plete and accurate disclosure of all material information in connec-
tion with an offering of securities, whether registered!* or unregis-
tered.'"® An REIT may continue to maintain a situation that consti-
tutes a plain conflict of interest, for example, so long as the exist-
ence of that conflict is disclosed. Given the large number of REITs—
that were affiliated with their investment advisers,"” which did not
“appear to adversely affect the REIT’s ability to raise capital,' it

109. The SEC’s Real Estate Advisory Committee concluded in late 1972 that “there has
-not been demonatrated need in the real estate field for substantive federal regulation similar
to that provided by the Investment Company Act of 1940.” {1972-73 Trensfer Binder] Fuo
Sec. L. Ree. (CCH) ¥ 79,265. However justifiable this conclusion may have besn in 1972, there
has been a great deal of history that hes transpired in the REIT industry since that time,
most of that history a sad one. It is of course the position of this article that a reguletory
- framework is required in order to prevent a financial disaster of the kind suffered by the REIT
- industry from ever happening again. See the text accompanying notes 158-214 infra for a
. _discussion of the general form such a regulatory scheme should take.
: 110. Rosenblatt & Lybecker, supra note 10, at 686.
111, REITs Face Shake-Out As Investments Sour, Cash Sources Dry Up, supra note 4.
112: 15 U.S.C. §§ T7a-T7aa (1970). _
113. Lynn, Real Estate Investment. Trusts: Problems and Prospects, 31 Pm L.
Rav. 73(1982).
- 114. See, e.g., Kusner v. First Pa. Corp., 386 F. Supp. 2‘16(ED Pa. 1976); Bymes v.
_._._ID8 Reaity Trust, 70 F.R.D. 608 (D. Minn. 1978).. -~ —
: 115.. Section 11 of the ‘33 Act by its terms applies only to untrue statements of material
< fact or omissions of meterial information in an effactive registration statement. Seamu-Act .
i of-1933 § 11(a), 16 U.S.C. § 77k (1970).
©*. - 116> Section 17(s) applies to all offers or sales of securities, notwithetanding the fact
.. - that-they may be exsempted from registration by section 3 of the ‘33 Act. See eles the Securi-
T ties Act of 1933 § 12(2), 15 U.8.C. § T71 (1%70). Lo
LT 11T Ses netes. 30-22 supre and sccompenying test.
llli Seme of the largest and most succmeful REIT's were: sffiiisted in some wey with
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.would seem that nqmred disclosure of these conflicts would not
- force elimination of that conflict.

~ Itis clear, however, that rigorous application of sections 11 and
17(b) could serve to protect the public from one very common abuse
in the REIT industry, that of not maintaining an adequate loan-loss

" reserve.! Had disclosure relating to “problem loans” and foreclo-

sures been made, the investing public certainly would not have paid
the amounts they did for REIT stock and debentures. Even in such

* situations, or in those similer to it, however,'® there exist barriers

to successful suit by an aggrieved plaintiff. The reasonable care

defenses of section 11'*" and the scienter requirement of section

- 17(a)(1)'= prevent these sections from providing sufficient protec-
_ tion for REIT mve-ton

D " Anti-Fraud Prouisiom of the Securities Exchange Act of 1934

_ As s the case with securities litigation in general today, most
plamtxff REIT investors seem to allege a violation of section 10(b)!®

- their investment sdviser. For exampie: Chese Manhattan Mortgage & Realty Trust (invest-
_'_ment adviser—Chase Manhettaa Benk), Connecticut General Mortgage & Reaity Invest-

ments (investment adviser—a subsidiary of Connseticut Genersl Life Insurance Co.), and
Citizers & Southern Reaity Trust (investment sdvissr—Citizens & Southern National Bank).
Biderman, supra note 6. In fact, one of the renecma for the success (for & time) of these REITs

. may have been a feeling on the part of the investment community that the sponsor-invest-

ment adviser would be a source of ready cash when financial adversity struck.
" 119. See text accompanying notes 78-81 supre.

120. Another disclosure which migit heve had an effect would have related to the
foreciosures made by REITs and the value to the REIT of those propen'm. See When Isa
Lemon a Lemon?, supra note 18,

121. Under section 11, the directors, accountamts, and \mdtr'nun connected with a
false or misieeding registration statement may sstablish a defense if they have exercised
varying degrees of ressonable care. Escott v. Bar Chria Conatruction Corp., 283 F. Supp. 643,
683-703 (S.D.N.Y. 1968): Folk, Civil Ligbilities Under the Federal Securities Acts: The Bar
Chris Caze, 55 Va. L. Rav. 1 (1969).

122. Assuming that a private right of action dows exist under § 17(a), which has been
disputed, Dyer v. Eastern Trust & Banking Co., 338 F. Supp. 890 (D. Me. 1971), a showing
of a scienter should be required, SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 867 (2d Cir.

" 1968)(Friendly, J., concurring), cert. denied sub nom. Kline v. SEC, 394 U.S. 976 (1969),

especially in light of the similarity in language between § 17(a) of the Securities Act and §
10(b) of the Exchange Act, 15 U.8.C. §§ T7q, ™ (1970), which the Supreme Court heid to
require a showing of scienter. Ernst & Emst v. Hochfelder, 425 U.8. 185 (1976), noted in 8
Tex. Tecu L. Rev. 539 (1976).
123. That portion of the ‘34 Act makes it unlawful for any person:
To use or employ, in connection with the purchase or sale of any security . . . any
manipulstive or deceptive device or contrivance in contravention of such rules and
regulations as the Commisaion may prescribe ss necessary or appropriate in the
public intersst or for the protection of investors,
Securities Exchange Act of 1934 § 10(b), 15 U.8.C. § 78j(b) (1970).



345

470 TEXAS TECH LAW REVIEW [Vol. 9:451

of the Securities Exchange Act of 1934 (‘34 Act) by the trust’s ad-
viser, trustees, and accountants. For example, in Byrnes v. IDS
Realty Trust,'* section 10(b) was used to obtain damages resulting
from the purchase of an REIT security following a news release by
an REIT. The release claimed that earnings for the previous year
would be substantial, that only a small addition to the loan-loss
reserve would be required, and that the REIT's non-earning assets
total was a manageable one.'® The completed financial statements
released approximately two months later instead showed a substan.
tial loss for the year, an addition to the loan-loss reserve four times
greater than that specified in the release, and a non-eaming asset
total over three times greater.'™

Likewise, in Morkewich v. Adikes,'?" section 10(b) was relied
upon by an REIT shareholder who claimed that the REIT’s trustees,
adviser, and accountant had entered into a complicated plan to
conceal from the REIT’s shareholders and the investing public the
true financial condition of the REIT. In a similar suit, Blumenthal
v. Great American Mortgage Investors,'® the plaintiff alleged that
an REIT had misrepresented that it investigated the economic
soundness of developers and their investments before making a
loan, and that the REIT advanced funds to developers over the

_amount of an initial loan so as to conceal the fact that the devel-
opers were in default of the initial loan.

There exist several barriers, however, to successful completion
of a suit under section 10(b) by an REIT shareholder. For example,
in Kusner v. First Pennsylvania Corp.,'® the district court held that
a plaintiff debenture holder, who was alleging that the REIT’s ad-
viser had fraudulently diverted investment opportunities away from
the REIT, did not have standing to bring a derivative suit under
Federal Rule of Civil Procedure 23.1, because he was not a share-

124. 70 F.R.D. 608 (D. Minn. 1976).

125. Id. :
126. Id. at 610-11. The numerical details can be summarized as follows:

. Per 2/14/75 Release- Per Financial Statement
Earnings $7.2 million income $5.1 million loss
Allowance for Loan Loss 3.9 million 16.7 million
Non-earning Assets 29.6 million 92.0 million

127. 422 F. Supp. 1144 (E.D.N.Y. 1976). The plaintiff in this csse, a sharsholder in BT
Mortgage Investors (BTMI), was suing BTMI's trustess, its advisers, and Peat, Marwick &
Mitchell, BTMI's accountanta.

128. 74 F.R.D. 508 (N.D. Ga. 1976).

129. 395 F. Supp. 276 (E.D. Pa. 1975), rev'd in part, 531 F.2d 1234 (3d Cir. 1976).
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holder. While this holding was reversed oa appeal,™ the Third Cir-
cuit based its reversal on the fact that the plaintiff's debenture was
convertible into stock, and noted in dicta thet the holder of a deben-
ture without such a feature would not have standing.'* These hold-
ings eliminate from the class of potenud plaintiffs a great number
of public investors who purchased )umot dcboatum 1uued by
REITs."?

Of much more serious concern to REIT mv-ta'l is the possibil- -
ity that even if they can establish that & violation of section 10(b) .
has occurred, they may be unable to recover dameges. This result
can obtain when it becomes necessary for the plaintiff to show that
the violation of section 10(b) by the defendsnts caused the damage .
suffered by the plaintiffs.'s After all, as one distriet court observed,
“{v]ast losses that have been incurred by REITs and other seg-
ments of the real estate industry could csuse the finder ‘of fact to
conclude that plaintiff's losses were not the result of defendant’s
violation of the securities laws.”'™ The practical effect of requiring
the plaintiff to prove causation would be to provide immunity to
REIT trustees or advisers who have violsted the securities laws:
through fraud and self-dealing snd have thus reduced the value of
shareholders’ investments, 50 long as othee trustess and advisers
have taken the same actions, leaqu to Mim of the entire -
industry.

E. The Proxy Rules of the Securities Exchwe Act of 1934 .

Pursuant to the rule-making authority granted it by section
14(a) of the ‘34 Act, the SEC has promulgsted Rule 14a.9, which
prohibits the use of false and misleading statements in proxy solici-
tations.'® Because REIT trustees made use of proxy solicitations
when it came time for shareholders to re-slect or reject their trus-
tees, some plaintiff REIT shareholders alleged that the failure of

130. Kusner v. First Pa. Corp., 531 7.2d 1234 (3d Cir. 1978)..

131, Id.

132. See note 18 supre and accompanying tewt. .

133. For a discussion of the causation showing required by & suit under a § 10(b), s
A. Bromszrc, Securrres Law, Fraup, SEC Rurs 108-5 § 8.7 (1974).

134. Kusner v. First Pa. Corp., 74 F.R.D. 808, 839 (E.D. Pa. 1977).

135. Rule 14a.9(a) forbids the use of 2 progy solicitation that comtaine:

[Alny statement which, at the time and in the light of the circumstances undot

which it is made, is false or misleading with et to smy meterial fact, or which

omits to state a msterial fact necmfy in ofd-v to maks the statements therein

not false or misleading . . . .
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trustees to disclose that they had engaged in self-dealing and other
breaches of fiduciary duty was a violation of section 14(a) and Rule
14a-9(a).”™ While the approaches taken to a resolution of this ques-
tion vary, the courts have been unanimous in rejecting attempts to
establish a cause of action. For example, in Morkewich v. Adikes,'”
the district court noted that section 14(a) has been applied only to
proxies concerning corporate mergers or acquisitions, or concerning
. the qualifications of trustees, and held that the proxy rules are not
violated simply because the prior trustees have mismanaged and
‘the proxy solicitations do not disclose that fact.’** In Perelman v.
Pennsylvania Real Estate Investment Trust,™ another district
court took a more realistic approach, noting that the existence of a
conflict of interest and self-dealing with regard to trustees up for re-
election would certainly be material for purposes of section 14(a).
The court held, however, that no violation had occurred because the
information omitted was not needed to make statements made in
the proxy solicitation not false or misleading.!*

F. The Investment Advisers Act of 1940

It was the intent of Congress in 1940 that persons who paid for
investment advice be protected from dishonest and self-dealing ad-
visers.'! To provide this protection, Congress enacted section 206 of
the Investment Advisers Act of 1940.' The Advisers Act makes it
unlawful for any investment adviser:

(1) toemploy any device, scheme, or artifice to defraud any client
or prospective client;
(2) to engage in any transaction, practice, or course of business

136. See, e.g., Perelman v. Pennsylvania Real Estate Inv. Trust, 432 F. Supp. 1298
(E.D. Pa. 1977); Markewich v. Adikes, 422 F. Supp. 1144 (E.D.N.Y. 1976).

137. 422 F. Supp. 1144 (E.D.N.Y. 1976).

138. Id. at 1147.

139. 432 F. Supp. 1298, 1304 (E.D. Pa. 1977).

140. Rule 14a-9(a) does not require that ail material information be disclosed in a proxy
solicitation, but only those facts “‘necessary in order to make the statements therein not false
or misleading.” Therefore, it would seem that a trustee would be required to disclose self-
dealing or other acts of mismanagement only if he had represented in the proxy solicitation
that he was honest or a good manager.

141. Bolger v. Laventhol, Krekstein, Horwath & Horwath, 381 F. Supp. 260, 263
(S.D.N.Y. 1974).

142. 15 U.S.C. §§ 80b-1 - 80b-21 (1970 & Supp. 1975). For a general discussion of the
Advisers Act see Loomis, The Securities Exchange Act of 1934 and the Investment Advisers
Act of 1940, 28 Geo. Wasn. L. Rev. 214 (1959).
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which operates as a fraud or deceit upon any client or prospective
client;'s

Because an REIT's adviser would seem to be expressly covered by
the Advisers Act,'* many REITS filed suit under section 206 claim-
ing that the advisers mismanaged the REIT and gave faulty ad-
vice.'® As with the Securities Acts, however, there are many obsta-
cles that stand in the way of a plaintiff pursuing such a cause of
action.'® .

A plaintiff attempting to file suit under section 206 must first
convince the court that an implied right of action exists for him,
because an express right is not conferred.'” While the weight of
authority holds that such an implied right does exist,'® there are
some decisions to the contrary.'*

Another problem faced by an REIT investor in pursuing a suit
under section 206 is that he must show more than mere mismanage-
ment—he must show some kind of fraudulent conduct, such as mis-
representation or concealment.'® Allegations that an advisory con-
tract is unfair, that the adviser’s compensation is excessive, that
purchases for the REIT’s portfolio were at an unfair price, or that
certain loans by the REIT were unfair, have been held insufficient
to establish fraudulent conduct.'™

It is also clear that an REIT investor may not sue on his own

143. 15 U.S C. § 80b-6(1)-(2) (1970).

144. 15 U.S.C. § 80b-2(a)(11) (1970).

145. E.g.. Gross v. Diversified Mortgage Investors, 431 F. Supp. 1080 (S.D.N.Y. 1977).

146. See text accompanying notes 147-158 infra.

147. Section 206 of the Advisers Act simply makes certain practices “unlawful”. 15
U.S.C. § 30b-6 (1970).

148. See, e.g., Abrahamson v. Fleschner, 568 F.2d 862 (24 Cir. 1977). Jones v. The
Equitable Life Assurance Soc’y of the United States, 409 F. Supp. 370 (S.D.N.Y. 1975); The
Fund of Funds, Ltd. v. Vesco, [1976-77 Transfer Binder] Fxp. Sec. L. Ree. (CCH) 4 95,644
(S.D.N.Y. 1975); Bolger v. Laventhol, Krekstein, Horwath & Horwath, 381 F. Supp. 260
(S.D.N.Y. 1974).

149. E.g., Greenspan v. Del Toro, [1975-76 Transfer Binder} Fen. Sec. L. Ree. (CCH)
195,488 (S.D. Fra. 1974). '

It would seem that the more reasonable position would be that which implies a right of
action. Certainly those persons who allege that they have been defrauded by their investment
adviser fail within the class of persons about whom Congress was concerned when enacting
section 206, and granting these persons damages when they have been wronged would also
encourage compliance by advisers with section 206.

150. See Jones Memorial Trust v. TSAI Inv. Servs., Inc., 367 F. Supp. 491 (S.D.N.Y.
1973). See aiso Kutner v. Gofen & Glossberg, [1971-72 Transfer Binder] Fmn. Szc. L. Rer.
(CCH) 1 93,109 (7th Cir. 1971).

151. Jones v. The Equitable Life Assurance Soc’y of the United States, 409 F. Supp.
370 (S.D.N.Y. 1975).
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behalf. Because section 206 speaks in terms of a fraud upon an
adviser’s “client or prospective client,” which is the REIT itself and
not the investor,'®? to maintain an action against an adviser, the
investor must bring the action derivatively on behalf of the REIT.
Another problem arises here, however, because under state law,
which is generally followed by federal courts in this situation,' a
plaintiff suing derivatively must first make a demand on the REIT's
.trustees that they bring suit.'™

While this requirement would not seem to place an onerous
burden upon a plaintiff shareholder, it can actually effectively fore-
close the plaintiff from pursuing his action—under the business
judgment rule, if the independent directors of a corporation choose
not to bring suit after a demand is made upon them, the plaintiff
shareholders may not pursue their suit unless they can show a lack
of good faith on the part of the directors.” In applying this concept
to a suit filed under section 206, the district court in Lasker v.
Burks,' stated:

[A]bsent a statutory exception . . . the directors of a corporation
should be given the chance to perform their duties . . . including
whether to prosecute a cause of action. If they have exercised their
business judgment in good faith then a decision not to sue should
be final.'¥

It would therefore seem that reliance on section 206 of the Advisers
Act to provide adequate protection for REIT investors would not be
warranted.

G. Summary

It should .be clear that existing statutory law does not provide
the regulation necessary for adequate protection of REIT investors,
much less the framework that would direct the smooth functioning

152. Gross v. Diversified Mortgage Investors, 431 F. Supp. 1080, 1095 (S.D.N.Y. 1977).
153. Brody v. Chemical Bank, 482 F.2d 1111 (2d Cir.), cert. denied, 414 U.S. 1104

(1973):

. 154. Magid v. Mortgage Growth Investors, [1976-77 Transfer Binder] Fen. Sec. L. Rer.
(CCH) ¥ 96,673, at 90,314 (S.D.N.Y. 1976}; Jones v. The Equitable Life Assurance Soc'y of
the United States, 400 F. Supp. 370 (S.D.N.Y. 1975). o

155. Lasker v. Burks, 404 F. Supp. 1172 (S.D.N.Y. 1975). -

158. Id. #t 1172 (S.D.N.Y. 1975).

157. Id. at 1179. The derivative suit of a mutuai fund's shareholders was dismissed
by the court because the fund’s independent directors had unanimously determined that a
suit against the fund's adviser would be contrary to the best interests of the fund and its
shareholders.

66-9u2 0 - 80 - 23
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of the REIT industry. Existing statutory law obviously did nothing
to prevent the financial disaster that occurred within the REIT
industry, and an analysis of the suits brought thereafter by REIT
investors indicates that the public is not obtaining any satisfaction
for the damages they have suffered. Consequently, the remainder of
this article will be devoted to proposals for legislative change that
would hopefully fill the void that now exists.

- V. A Proprosed REGuLATORY FRAMEWORK. FOR THE REIT INDUSTRY

It will be the objective of this section to propose the general
form of legislation which should be adopted in order not only to
allow REIT investors effective access to the courts when they have
been wronged, but to ensure that many of the problems which
caused the REIT's decline do not occur again. While some of the
suggestions are directed to the need for more complete and accurate
disclosure in the industry, the purpose of most will be to provide
well-defined standards that must be met by every member of the
industry.

A Shareholder Rights and Control Quer the REIT

It could be safely asserted that one of the most respected princi-
ples of modern securities regulation is the requirement that overall
corporate management be subject to the approval of the corpora-
tion’s ultimate owners through periodic elections.'* Such share-
holder rights ensure that corporate management will remain ever
mindful that their actions should always be in the best interests of
shareholders.'® These principles should be equally applicable to
REITs, so that shareholders should have the power to:

(1) elect the trustees annually;

{2) remove trustees for just cause;
(3) amend the trust articles;'* and
{4) terminate the trust.'

.158. Rules 14a-1 to 14a-12 of the Securities Exchange Act of 1934.

159. See generally, EiseNsErG, Tz STRUCTURE 0F THE CORPORATION, 37-63 (1976).

160. Such a power would allow shareholders to authorize incorporation of an REIT so
as to utilize tax losses and manage foreclosed properties. See Palomar Mortgage Planning to
Abandon Its Status as a Trust, Wall St. J., Aug. 21, 1974, at 4, col. 1. The Tax Reform Act
of 1976 specifically allows the incorporation of REITs. Tax Reform Act of 1976 § 1604(F)(1),
amending L.R.C. § R56(a).

161. The grant of the above should be consistent with the spirit of the Internal Revenue
Code requirements, so long as the trustees retain such rights and powers as will meet the
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This power on the part of REIT shareholders is even more desirable
than it"would be for mutual funds, for example, bécause mutual
funds shareholders can usually show their displeasure over manage-
ment by redeeming their shares, which reduces the investment ad-
viser’s fee.'® While the shareholders of listed REITs possess a right -

of sale that is equivalent to that of redemption, many shareholders

of unlisted REITs would face great difficulty in liquidating their
investments, and even sales by listed REIT shareholders would not
greatly concern an adviser, because those sales do not reduce REIT _
assets but simply substitute a new owner in the old shareholder’s
place. In any case, the use of such a redemption feature would be -
impractical for REIT shares because of the illiquidity of an REIT’s
portfolio and the probable necessity of conducting constant inde-
pendent appraisals in order to establish share value.'®

The grant of such powers to sharehalders is not without its
problems however. Under the common law of seyeral states, the

grant of too much control to trust beneficiaries will cause the trust . -

to be treated as a partnership, so that the shareholders of an REIT
“could face unlimited liability for the debts of an insolvent REIT.!%'
While this risk might be minimized or even eliminated by the inclu-
sion of a clause in all REIT contracts and borrowing agreements

that no shareholder liability will exist,'** the best solution is to incoe- |

porate, which REITs are now allowed to do.'* '
B. Self-Dealing and Over-Reaching

There are obviously many conflicts of interest that can arise
from the investment adviser—REIT relationship. It has been ar-
gued, for example, that sponsor-advisers often passed investment -
opportunities to their REITs that were too risky for the adviser to

“centralization of management” requirements of Treas. Reg. § 301.7701-2(c) (1970). Tresas.
Reg. § 1.856-1(d)(1) (1978).

“162. Because the advisers fee for mutual fund advisers is usually a percentage of the
fund’s assets, the redemption of his shares by a shareholder will reduce the amount paid to
the fund's adviser. .

163. -Sobieski, State Securities Regulation ol Real Estate Investment Trusts, 48 Va. L.
Rezv. 1069 (1962).

164. 4A R. PowerL, Reaw Proeerry § 573A-1, at 463 (1972); Note, Liability of Share-
holders in g, Rusiness Trust—The Control Test, 48 Va. L. Rev. 1105 (1962); REITs Face
Shake-Out A5 Inuutmentu Sour, Cash Sources Dry Up, supra note 4.

165. Sobieski, supra note 163.

. 166. The Tax Reform Act of 1976, however, does allow REITs to incorporate. The Tax
Reform Act of 1976 § 1604(f)(1), amending 1.R.C. § 856(a). See note 15 supra.
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handle.'” In addition, there have been reported many instances
where an REIT has dealt with trustees or parties related to them
on terms that were less than arms-length.'® While potential con-
flicts can be disclosed in a prospectus, the effect of such disclosure
is- probably minimal,'® and it has been held by several courts that
seif-dealing can actually be authorized in a trust instrument."®
Therefore, to eliminate some of the danger that such abuses will
occur, the following suggestions are made:

(1) Independent trustees. The majority of an REIT’s trustees
should be unaffiliated'* with the investment adviser, and any pur-
chase or sale transaction with the adviser or any trustee should be
approved by both-a majority of the trustees and a majority of the
independent trustees.' In addition, independent appraisals should
be performed on all property concerned, to ensure that the terms of
the transaction are fair.'” Not only would such provisions protect
the REIT from unfair transactions, but they would also force the
adviser to recognize any loss realized on a SWAP"4 g0 that its inves-
tors would not be deceived.'™ i

(2) Deduction of commissions from adviser’s fee. The collection
of commissions earned by an adviser from services rendered on a
particular transaction is excessive because it usually constitutes
payment twice for Ehe same service.'™ Therefore, all commissions .

v

167. See, e.g., Real Estate Trusts Feud with Aduisers Over Their Obligations, Wall St.
J., Mar. 13, 1975, at 1, ¢ol. 1.

168. Class Action Is Filed Against U S. Realty Investments, Of{xcers Wall St. J., Aug.
11, 1975, at 4, col. t; D-Z Investment Ashks Court to Postpone NJB Annual Meeting, Wall
St. J., June 4, 1974, at 19, col. 1.

169. Note, supra note 19, at 619-20,

170. Cohen v. U.S. Trust Sec. Corp., 311 Mass. 152, 40 N.E.2d 282 (1942).

171.  The definition of “affiliated person™ used by the Investment Company Act, which
includes within that term-officers, directors, employees, of five percent owners of the transact-
ing person, could probably be adopted for use in this situation. See the Investment Company
Act of 1940 § 2(5)(3). 15 U.S.C. § 80a-2 (1970). It is the opinion of the author that the

“interested person” definition of § 2(a)(19) of the Act is much too broad and the standards
to be used in application of the definition too ambiguous.

172. See generaily Midwest Securities Commissioners Association, Statement of Policy
on Real Estate Investment Trusts adopted on July 16, 1970, 1 Buue Sy Law Rep. ® 4801
(1970) {hereinafter cited as Midwest Statement}. See also Citizens and Southern Realty
Settles Suit by Agreeing Not to Break Securities Law, Wall St. J., April 24, 1978, at 15, col 1
(SEC required majority of independent trustees in consent decree).

173. Midwest Statement, supra note 172, § B(4).

174. See text accompanying notes 90-95 supra.

175. If a hank cancels debt in an amount greater than the value of the lnan or real estate
received, thé operation of elementary accounting principles will result in a loss showing up
on the bank's financial statement somewhere.

176. Another approach to this problem would be to place a limitation on all trust
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received by the adviser, which, for example, might arise from the
adviser acting as an agent on a loan or sale, should be deducted from
the adviser’s fee. '

(3)Approval of independent trustees for ancillary services pro-

“vided by the aduiser. The potential exists for most advisers to obtain
a great deal of compensation in addition to that of the advisers fee.
For example, commercial bank advisers can benefit from bank bal-
ances maintained by the REIT, loans made to the REIT, or transfer
agent services provided to the REIT. The terms of such transactions
‘should therefore be reviewed by the REIT’s independent trustees.

(4)Promoters’ compensation should be forbidden unless ratified
by the independent trustees following the first shareholders’
election. While it has been argued that transactions upon formation
of the REIT with a promoter-adviser should not be subject to
independent trustee approval,'’” because promoters’ compensa-
tion' has traditionally provided the incentive for real estate syndi-
cation,'™ this type of transaction occurs at too critical a time to
allow it to escape scrutiny. If a sponsor-adviser or other affiliate sells
property to an REIT at an inflated price, or leads the REIT into a
poor investment, the REIT’s future is in grave doubt from the start.
It would also appear that required disclosure in the initial prospec-
tus would be insufficient because of the doubtful impact this disclo-
sure normally has in the securities market.'™ Therefore, requiring-
ratification at a point in time when the shareholders, and not just
the adviser or promoter, have participated in trustee selection,
should provide badly-needed protection for shareholders at a time
when they are not yet present to protect themselves.

(5)A duty to disclose on the part of affiliated trustees. It should
be made clear by statute, as it was in section 15(c) of the Investment
Company Act with regard to mutual funds,'* that affiliated trustees
are under a duty to disclose sufficient information to the indepen-

expenses, including the advisers fee, based on a percentage of gross or net assets. Midwest
Statement, supra note 172, § C.

177. Midwest Statement, supra note 172, § B(1).

178. In return for property transferred, or services rendered to, the REIT, a promoter
might accept cash, a subordinated or unsubordinated equity interest, an option on stock, or
a warrant. Armstrong, An Attorney's Viewpoint, 48 Va. L. Rev. 1082, 1090 (1962).

179, ld.

180. Note, supra note 39, at 619-20.

181. See also Moses v. Burgin, 445 F.2d 369 (1st Cir, 1971}, which established such a
duty prior to the enactment of section 15(c). For a discussion of this case and its ramifications
for affiliated directors of mutual funds, see Nutt, A Study of Mutual Fund Independent
Directors, 120 U. Pa. L. Rev. 179 (1971).
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dmt trustees so as to enable them to participate effectively and in
” an mformed manner in the management of the REIT. -

C. The Adviser’s Fee

) One reason for the troubles borne by the REIT industry was the
mat extent to which they leveraged their shareholders’ equity.'® To
- & certain degree, the basis on which most advisers fees were calcu-
* lated, which was -a percentage of gross assets or loans committed,'®
" encouraged this heavy acquigition of debt.™
At the very least, the adviser’s fee should be calculated as a
percentage of loans actually disbursed, not simply committed. To
do otherwise gives the adviser too much control over when his in-
+ come is recognized. Moreover, the adviser has not really earned his
" fee until the REIT’s funds have been invested.'*
' Another approach, which has already been adopted by several
. REITs, is to calculate the adviser’s fee as a percentage of the REIT's
~ net income.™ While this formula does offer the advantage of provid-
~ ing incentive to the adviser to invest wisely, it can also have the
-. effect of encouraging high- yxeld investments that usually involve
. more risk.'¥’
,;; By far the best solution, however, is a formula based-on several
57 factors. Part of the fee should be based upon net income, which will
provide some incentive to the adviser to invest so as to provide a
steady dividend flow to the shareholders. Another portion should be
determined by reference to the REIT’s net assets (fair market value
of loans outstanding and property owned, less the debt outstand-
ing), which will encourage increased equity participation by the
investing public. A final portion should be based, as most of the
entire fee is today, on the REIT's gross assets, because the quality

182.  See note 39, supra and accompanying text.

183. Thomas, supra note 41, at 2.

184. [d.; Robertson, supra note 22, at 168-69. By the end of 1973, leverage in the REIT
industry was 2.5 to 1, with some REITs possessing debt to equity ratios of 7 to 1. Robertson,
supra note 22, at 169.

185, Real Estate Trusts Consider Lowering Fees Paid to Advisers, Wall St. J., Apr. 26,
1973, at 32, col. 2.

N 186. Connecticut General Mortgage Is Changing Basis of Aduvisers Fee, Wall St. Jr.,
Mar. 21, 1974, at 5, col. 1.

187. Polubinski, The Effect of State Securities or Blue Sky Law Regulation Upon the
Organizational Structure and Operation of Real Estate Investment Trusts, 30 Bus. Law. 179
(1974). The concern here is that an adviser may recommend high-yield investments solely to

incresse his adviser's fee and will not give adequate consideration to the risk associated with
such investments.
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of service and the effort expended by an adv1ser can be affected by
the size of the portfolxo 1.

D. Diversion of Investment Opportunities

When an REIT and its investment adviser are both engaged in
the same type of business, which is often the case when the adviser
is a commercial bank actively entering into loan agreements, the
adviser will be tempted to retain the most promising investment
opportunities for itself. Not only would such actions deprive an
REIT of promising opportunities, but they would also contnbute to
a low-quality portfolio over the long run.

To eliminate this potential for abuse, the REIT should possess
a right of first refusal, to be exercised by the unaffiliated trustees,
of all investments available to the investment adviser or to a trustee
because of his position as such.”*® Nevertheless, because it may be
impractical for certain extremely large advisers, such as Chase
Manhatten Bank, to provide the necessary information, or too time-
consuming for the trustees to evaluate all the possible investment
opportunities, large advisers could be exempted from this require-
ment, so long as they agree to be fair in this regard.™

~ E. A Uniform Method of Accounting

One of the factors that directly caused much of the loss suffered

by REIT investors was the lack of a uniform method of account-

ing." Had investors known of the great number of loans that were

~ close to default, the large percentage of REIT assets that were non-

earning, or the extent to which REIT assets included foreclosed

_properties, they surely would not have paid the prices they did for
REIT stock." Indeed, they might not have invested at all.

A gallant attempt was made to achieve this goal in mid-1975,

when the accounting standards division of the American Institute

of Certified Public. Accountants sent its recommended set of audit-

188. Midwest Statement § C advocates a similar formula,

189. Polubinski, supra note 187, at 191. Another alternative would be to allow the REIT
to participate up to a certain maximum percentage in any investment by an adviser or
trusatee.

" 190. ‘This author recognizes that the drawing of a line between banks “too large” and
those not too large will be difficult. Nevertheless, the line must be drawn so that these very
large institutions will not be discouraged from serving REITs with their extensive and vast
knowledge.

191. See notes 75-81 supra and accompanying text.

192, When Is a L.emon A Lemon?, supra note 18.

o
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ing standards for the REIT industry to the Financial Accounting
Standards Board (FASB), the accounting profession’s rule-making
body."™® The FASB later declined to consider those recommenda-
tions, however,'™ and no further attempts have been made to estab-
lish a uniform set of standards. )
Among the specific problem areas that should be considered in
establishing a uniform method of accounting are the following:

(1) how to make the determination that a particular
loan will be uncollectible, so that the accrual of interest in-
come from the loan should cease;

(2) how much should be added annually to a loan-loss
reserve established to provide for future losses on loans that
will become uncollectible; and ,

(3) how to adequately disclose important information
such as the number, amount, and nature of foreclosed prop-
erties, the terms of the investment adviser’s fee, and the
existence of compensating balances and other restnctxons
upon cash.™

F.  Restrictions Upon REIT Operation

While it has been argued that one of the most devastating
causes of the decline in the REIT industry—the lending and interest
rate strategy used by management—may not be susceptible to effec-
tive regulation,'™ it is clear in light of the horrible failures by many
REITSs that an attempt should be made. Therefore, while many of
the following proposals might be criticized as attempts to legislate
conservative management,'” they are offered to correct many of the
common practices used by REITs that turned out to be far too
aggressive or risky.

(1) A limitation on leverage. While a cexlmg on the incurring of
debt places a restriction on the principle of finance upon which most
real estate investments are based,'* the riskiness and potential for

193. Proposed Auditing Standards for REITs Would Cut Sharply Profit of Some Trusts,
Wall St. J., June 27, 1975, at 19, col. 1.

194. Accounting Panel Woun't Consider Set of REIT Guidelines, Wall St. J., Sept. 10,
1975, at 13, col. 3.

195. While it should of course be the accounting profession that should attempt to solve
these problems, it may he necessary to assign this function to the SEC if the accounting
profession is not forthcoming with concrete and clear standards for the area.

196. Ostema, supra note 43.

197.  Armstrong, supra note 178, at 1097, where he offers that criticism of certain provi-
sions of the Midwest Statement, supra note 172.

198. Wheat & Armstrong, Regulation of Securities of Real Estate Investment Trusts,
16 Bus. Law. 919, 932 (1961).
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disaster of unlimited leverage becomes prohibitive as the debt to
equity ratio increases past a certain point.™ While it could be re-
quired that a trust’s borrowing “not be unreasonable,”” it seems
that a specific limitation on debt of 300% of shareholders” equity
would ensure a substantial margin for the protection of investors,
but yet still allow adequate use of the leverage prmcxple by the
'REIT.™

(2) A limitation upon constructzon loans and mvestment in
unimproved property. Because construction loans and investment -
in unimproved property turned out to be the most risky for REITs, ™
a limitation upon such loans and investments as a percentage of
total loans outstanding would achieve the benefits of dxvemfica-

tion.*® -

(3) A requirement that a long-term fmancmg commttment be
obtained before a construction loan is made. One reason for many
defaults by construction borrowers was their failure to obtain long-
term financing upon completion of the project.® An REIT should
therefore not disburse construction loan funds unless the borrower
has obtained a commitment from nnother source for long-term ﬁ-
nancing. : -
(4) Limitation of loan amount based on a percentage of the
property’s fair market value. Another of the reasons for the prob-
lems faced by the REIT industry was their practice of loaning more
than the current fair market value of a particular piece of prop-
erty.® When an REIT was forced to foreclose on such property, it
was not able to recover its investment. Therefore, a percentage limi-
tation comparable to that followed by commercial banks would be
reasonable.”™

- (5) Restrictions upon competzng mortgages. Once a borrower
goes into default, the recovery by an REIT of its investment by
foreclosure and subsequent resale or development can be substan-

199. Polubinski, supra note 187, where the author recommends a limitation on debt of
500°¢ of shareholders’ equity.

200. Midwest Statement, supra note 172.

201. California at the present time follows a 300% limitation. Sce Calif. Regs. §
260.140.95(e).

202. See note 71 supra and accompanying text. Qo

203. See Godfrey & Bernstein, supra note 23, at 663-64; Polubinski, supra note 187, at
195.

204. See Ostema, supra note 43.

205. See Lynn, supra note 113.

206. If state or local law sets such a percentage, their decisions could be used, 50 as not
to provide other financial institutions with a competitive advantage over REITs in the area.
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tially delayed if the REIT’s mortgage is subordinate to another.
Confining an REIT’s investment to first mortgages only,™ or at
least to those not subject to non-institutional lenders’ mortgages.™
would therefore be advisable. :

G. Access by REIT Investors to Judicial Redress

In addition to providing for jurisdiction of the federal courts,
and a right of action in REIT investors for alleged violation of the
above regulatory provisions, substantial changes in existing law can
be made so as to allow full judicial review of some of the abuses and
mismanagement that have plagued the REIT industry.

(1) Standards of fiduciary duty. The inclusion of a provision
similar to section 36 of the Investment Company Act™ would
greatly discourage the breach of fiduciary duty by trustees and in-
vestment advisers. That section allows the SEC to bring an action
against any mutual funds adviser, trustee or principal underwriter
when it is alleged that “a breach of fiduciary duty involving per-
sonal misconduct” has occurred.’™®

(2) The grant of standing to debenture holders. As was noted .

" previously, not allowing debenture holders to bring a derivative suit
effectively forecloses a wide segment of the investing public from
redress for mismanagement by an REIT's investment adviser.®' If
actions taken by an investment adviser have lessened the value of
a debenture holder's investment, that holder should have the right
to recover just damages from the adviser.

(3) No absolute causation defense for defendants. Just because
an entire industry has deteriorated, a plaintiff should not he pre-
vented from showing that the actions taken by the REIT's trustees
or adviser would have, by a preponderance of the evidence. caused
a loss to the REIT investor.™?

(4) Changes in the Investment Advisers Act. An express right
of action should be granted for a violation of section 206 of the

207. See note 206 supra.

208. See Wheat & Armstrong, supro note 198, at 932.

209. 15 U.S.C. § 80a-36 (1970). See Note, The Relationship Between the Investment
Aduviser and the Mutual Fund: Too Close for Comfort, 45 ForbHam L.J. 183 (19"6) for a
discussion of this section.

210. 15U.S.C. § 80a-38 (1970). .

211, See text accompanying notes 129-132 supra.

212. See text accompanying notes 133-134 supra. C/. Escott v. Barchris Const. Corp..
283 F. Supp. 643 (S.D.N.Y. 1968), where the court refused to consider the decline in stock of
the industry of which defendant was a member.
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Investment Advisers Act.®® Moreover, included in the class possess-
ing standing should be REIT investors, who, because of the
“conduit” nature of an REIT, are the real beneficiaries of an invest-
ment adviser’s services.?*

H. The Proper Federal Administrative Agency

There exist several federal agencies that might possess the ex-
pertise and experience necessary for strict yet fair enforcement of
the regulatory statute proposed by this article. For example; the
Department of Housing and Urban Development has acquired a
great deal of knowledge in working with the financing of real estate
development, knowledge that might be put to great use in oversee-
ing the financing strategy used by REITSs. Another possible candi-
date would of course be the Internal Revenue Service, which should
now possess great familiarity with the operation of REITSs by virtue
of its involvement in the tax legislation that created the industry
and provided for its treatment under the tax law, Still another
agency that might be given primary enforcement responsibility is
the Office of the Comptroller, which possesses regulatory authority
with regard to the banking industry.?* Given the past propensity of
.banks to set up REITs and act as their investment advisers,* the
Comptroller’s knowledge of banking operations would be quite use-
ful in dealing with the REIT industry.

The one drawback to the use of any of the above agencies,
however, is the fact that their respective areas of expertise all relate
to just one phase or another of the operation of an REIT. The Secur-
ities and Exchange Commission, however, has not only had great
experience in dealing with real estate finance,?” but also has pos-
sessed primary responsibility for the enforcement of the Investment
Company and Investment Advisers Acts.”® Some of the provisions
of these Acts are quite similar to the statutory framework proposed
by this article. The Commission would therefore be the most appro-
priate federal agency to hold primary enforcement responsibility.

213. See text accompanying notes 147-149 supra.

214. See text accompanying notes 152.156 supra.

215. 12C.F.R.§1.10197).

216. See notes 88-89 supra and accompanying text.

217. See notes 71 and 109 supra.

218. Investment Company Act of 1940 § 38, 15 U.S.C. § 80a-37 (1970); Investment
Advisers Act, 15 U.S.C. § 80b-11 (1970).
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V1. ConcLusion

While the basic concept on which the REIT industry is based,
that of providing access by small investors to the benefits of large-
scale real estate finance, may be a sound one, the recent history of
the industry is replete with many conflicts of interest, instances of
overreaching, less than full disclosure to the investing public, and
lending strategies that were too aggressive for the good of investors.

Because existing law has not been adequate to protect the inter-
ests of REIT investors, there obviously is a need for a new regulatory
framework composed specially for the REIT industry. While the
proposals to that end made by this article are not intended to pro- .
vide the entire solution to the many problems faced by the REIT
industry, they should certainly serve as a starting point for compre-
hensive discussion of the substance required for future legislation.
" If Congress in not enacting regulation in 1960 along with the tax
legislation that created REITs was adopting a “‘wait and see” atti-
tude in dealing with potential abuses of public investors, the wait
should be ended—we have seen the abuses.
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[From Business America, April 21, 1980)

ExPaNDING THE ROLE OF ExPorT TRADING COMPANIES

National interest in expanding the role of American export trading companies as
an important vehicle of export policy has now entered a more serious phase.
Legislation has been introduced in Congress to provide greater federal government
support for these specialized companies, and the Carter Administration has now
officially endorsed the concept. Contributing Editor Richard Barovick analyzes this
emerging export policy in the following article.

The idea of greater reliance on trading companies as a means of promoting U.S.
exports is not new. However, the pressing need to narrow the nation’s trade deficit
and the increasing realization that thousands of American manufacturers are not
selling abroad despite their ability to turn out internationally competitive products
have combined to make it far more persuasive.

As Secretary of Commerce Philip M. Klutznick pointed out in recent Congression-
al testimony, the United States, unlike many of its major trading partners, does not
yet have large export trading organizations, aside from the major international
grain companies. While some 700 to 800 export management companies operate
throughout the country, these firms are mostly quite small, typically lacking the
resources to offer a full range of export services to small and medium-sized manu-
facturers.

Broadening the base of American exporters means devising ways for more small
and medium-sized businesses to acquire the necessary know-how and financial re-
sources to sell abroad. Trading companies would provide a “one stop” facility
offering market analysis, distribution services, documentation, transportation, fi-
nancing and after-sale services. In addition, the trading companies help to limit the
capital outlays and financial risks that an individual company has to assume to
launch an exporting effort. .

Stevenson, Danforth bills.

The major legislative thrust in Congress thus far is a bill (8. 2379) introduced by
Sen. Adlai Stevenson (Dem.-Ill.) that is designed to establish export trading compa-
nies as a new entity under U.S. law. A second bill (S. 864), introduced by Sen. John
Danforth (Rep.-Mo.), would clarify the application of U.S. antitrust laws to export
activities. While the latter is focused on the Webb-Pomerene Export Trade Act,
which permits companies to engage in. joint export operations, it is designed to help
resolve whatever antitrust problems might arise for export trading companies. Sen.
Stevenson believes S. 864 must be enacted if S. 2879 is to be effective. The two
proposals are thus viewed as a package of companion efforts.

The Stevenson bill would accomplish five major tasks.

Encourage U.S. commercial banks to participate directly in a broader range of
export trade services by authorizing limited investment in trading companies. A
precedent for such a role is found among foreign banks, many of which own
trading companies. A U.S. banking organization would thus be able to invest in or
even combine the operations of many different types of firms providing export
services.

This new role for U.S. banks would provide additional capital resources for
trading companies as well as bring to them the extensive international experience
of many banks. Specific regulations would have to be adopted by federal bank
regulatory authorities to guide banks’ performance.

Authorize the Export-Import Bank to provide financial services to export trading
companies for a period of five years and with a commitment ceiling of $100 million.
Behind this support would be the objective of providing start-up costs for new
ventures or significant expansion for existing firms. Support would be provided at
commercial interest rates.

Eximbank would also be empowered to guarantee commercial loans to export trad-
ing companies that are secured by export accounts receivable and inventories of
exportable goods. As U.S. banks acquire experience and confidence with loans
sectured by export receivables and inventory, the Eximbank role would be phased
out.

Authorize state and local authorities to form or participate in trading companies.

Establish eligibility for Domestic International Sales Corporation (DISC) tax bene-
fits for “export trade services” as well as the export of “services produced in the
United States,” and amended Subchapter S of the Internal Revenue Code to make it
more attractive to export companies.

Give export trading companies the same antitrust exemption provided under the
Webb-Pomerene Act to associations engaged exclusively in export trade.

e . o
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Administration position.

The Carter Administration has now formally supported many of the proposals in
the Stevenson and Danforth bills. In testimony before the International Finance
Subcommittee of the Senate Banking Committee, Secretary Klutznick said that the
Stevenson and Danforth groposals “contain the necessary elements to promote
exporting by companies that do not now export, including small and minority
business.” K‘.'lutznick then offered specific comments on four aspects of the Steven-
son bill, and proposed working with the Senate panel in further refining the
measure.

Bank Participation.

Secretary Klutznick said the Administration supports the idea of permitting bank
ownership of trading company operations. However, he noted, this would require a
change in the long-standing policy of separating banking from other commercial
activities. Therefore the integrity of financial institutions will have to be safeguard-
ed through broad oversight functions provided by regulatory agencies.

More specifically, the Secretary recommended that a bank’s initial investment in
a trading company would be subject to prior notification and approval by the bank
regulatory agencies, which would work with the Subcommittee to establish clear
standards for acceptable investments. Significant new lines of activity or a substan-
tial increase in investment by the parent bank organization would require further
approval, and regulatory authorities should have broad discretion to limit a banking
organization’s financial exposure to a trading company.

Eximbank role.

The Administration fully endorsed the basic principle that Eximbank support be
available to the trading companies. Klutznick did, however, note some serious
reservations about financing and guarantees for start-up costs and operating ex-
penses, and guarantees for export inventories. These activities, he said, would dilute
the Bank’s mission and require its involvement in domestic credit operations, where
it has no expertise.

For these reasons the Administration proposed to explore more fully existing
authorities such as those provided in the Economic Development Administration
and the Small Business Administration statutes to determine where the authority for
these functions should be lodged. The private credit market already has adeqate
funds for financing inventories without federal participation, Secretary Klutznick
remarked, and therefore he recommended that the provision for guarantees for
inventories be deleted.

The proposed guarantees for loans based on export accounts receivable, on the
other hand, “appear acceptable but need to be clarified,” the Secretary remarked.
This provision is similar to the Foreign Credit Insurance association programs.
However, he added, there should be some provision included to assure that this
financing is made available primarily to smaller, less creditworthy borrowers; not to
large, well-established exporters.

Tax issues. -

The Administration concluded that many, if not all, exporting trading companies
should be able to meet the requirements of present DISC legislation and benefit from
DISC tax deferral status. Therefore, modification of banking laws to permit bank
ownership of export companies will effectively expand DISC coverage without re-
quiring any change in the DISC statute itself.

The Administration decided that to amend DISC legislation to cover exports of all
services, as well as services provided by other U.S. firms to export trading companies,
as S. 2379 would do, would definitely alter the nature and scope of the DISC
program and substantially increase its revenue costs. “The present realities of the
budget situation do not permit such an extension at this time,” Klutznick said. I
could “also raise questions about our international obligations in this area and our
concerns for tax equity,” he added.

A wide variety of export services would qualify for DISC treatment and these tax
benefits are substantial and “in our view will provide meaningful stimulus to the
formation of bank-owned trading companies,” the Secretary noted.

The Stevenson bill also calls for modifications in Subchapter S for export compa-
nies. First, it would allow a trading company to qualify even though it had more
than 15 shareholders (the present limit permitted under the law). The Administra-
tion decided this present restriction seems reasonable and is not likely to hamper
significantly the development of trading companies. Therefore it is opposed to this
amendment.

Secondly, the bill proposes a relaxation in the current restriction that a Subchapter
S corporation derive at least 80 percent of its gross receipts from the United States.
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The Administration has generally supported a proposal by the Joint Committee on
Taxation to overhaul Subchapter S, which would include elimination of the 80 percent
restriction. Because few trading companies are likely to be owned by individuals, it
was noted, this provision is not a critical element of support.

The Administration also voiced opposition to the concept of state ownership of
trading companies. “State ownership is not necessary and could pose possible prob-
lems of favoritism, as well as questions on immunity from antitrust laws and
taxation by the federal government,” the Secretary states.

Antitrust exemption.

Klutznick said the Administration recognizes- that the need of business is for
assurance that specified cooperative export activities will not subject companies to
antitrust liability. “The Administration sympathizes with this need,” he said. At the
same time, he added, “we do not want to create an antitrust exemption that may
have anticompetitive effects in the United States.”

The Administration position, therefore, is that the best approach is to amend the
Webb-Pomerene Act to provide a flexible procedure for certifying the planned
activities of American businesses that want to engage in exporting activities that
might be perceived to raise antitrust problems. Under the procedure the Adminis-
tration foresees, one or more companies would present to the Department of Com-
merce a reasonably detailed statement of what export activities are planned.

Applicants for approval could include manufacturers, construction companies, or
firms selling other services. An applicant could include an enterprise that planned
to coordinate the export efforts of others with marketing, financing, and other
assistance, and that would buy the merchandise of these companies for export.
Certification would be determined on the basis of statutory standards by the Com-
merce Department, with the participation of the Attorney General.

Joint activities would be certified only if they would help promote export trade and
would not likely result in a substantial lessening of competition in U.S. commerce
One possible adjustment of the law would be to place limits on the number or kind
of new members or customers that could be added before the applicant would have
to file for an amended certification.

Under this procedure, once certification was granted the export organization would
be exempted from antitrust liability for the activities described in the certification.
The Commerce Department could revoke the certification if the organization’s activ-
ities ceased to conform to statutory standards. The Attorney General and the
Federal Trade Commission would be empowered to seek decertification through
administrative and/or court proceedings on their own initiative.

“Extension of the Webb-Pomerene exemption to specifically covered services,” as
contemplated in the Stevenson and Danforth bills, “will allow construction com-
panies, consultants, export companies, and other providers of services to contribute
to our national effort to increase exports,” Secretary Klutznick noted.
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